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Court of Appeals of the District of Columbia 


No. 5074. 
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| 

Charleston & Western Carolina Railway C(k, Appellant, 

vs. 

Commissioner of Internal Revenue. 


1 Docket Number, 20836. 

i 

Charleston & Western Carolina Railway Cd>., Petitioner, 


vs. 


Commissioner of Internal Revenue, Respondent. 


For Taxpayer: Robert Iv. Faulkner. 

For Commissioner: F. Shearer, Esq., R. Wi 

Docket Entries. 

1926. 

Oct. 26. Petition received and filed. Taxpayer notified. 

“ 28. Copy of Petition served on General Counsel. 

Dec. 13. Answer filed by G. C. 

1927. | 

Jan. 8. Copv of Answer served on taxpayer—Gen. Cal. 

1928. | 

Dec. 11. Hearing date set Feb. 11, 1929. 

1929. | 

Jan. 14. Notice of appearance of Robt. R. j Faulkner as 
counsel for taxpayer filed. 

Feb. 11. Hearing* had before Mr. Smith on njerits. Resp. 

moved to dismiss. Held C. A. V. j 
Mar. 20. Decision, entered. 

1—5074a 
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Mar. 23. Motion to reopen case to strike decision and to 
set for hearing on May 23, 1929, filed by tax¬ 
payer. 

22. Transcript of hearing of 2-11-29 filed. 

26. Motion to reopen case granted. 

May 23. Brief filed by taxpayer. 

“ 23. Hearing* had before Charles P. Smith Div. 5 on 

merits. Petitioner’s brief filed. 

June 20. Transcript of hearing of May 23, 1929 filed. 

Sept. 20. Findings of fact and opinion rendered. Chas. P. 

Smith, Div. 5. Judgment will be entered for 
the respondent. 

27. Decision, entered. Chas. P. Smith, Div. 5. 

Oct. 11. Stipulation of venue filed. 

11. Petition for review by Ct. of Appeals, D. C. with 
assignments of error filed by taxpayer. 

11. Proof of service filed. 

11. Praecipe with proof of service thereon filed. 


t 4 

)c 

i 4 

i i 
i i 


Now Oct. 17, 1929 the foregoing docket entries certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 


2 Filed Oct. 26, 1926, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No., 20836. 

Charleston & Western Carolina Railway Company, 

Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Petition. 

1. Charleston & Western Carolina Railway Company, 
hereinafter called the Carrier, is a corporation organized 


I 

i 

i 
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COMMISSIONER OF INTERNAL REVENUE. 


under the laws of the Slate of South Carolina. Under date 

j 

of August 27, 1926, the Commissioner of Internal Revenue 
sent to the Carrier a letter, copy of which is hereto attached 
as a part hereof, proposing the assessment <j>f an additional 
tax against carrier. The amount of tax involved is $55.13, 
but the principle under which the tax is proposed to be 
assessed is erroneous and the application of this principle 
with respect to applicant and to other carriers with which 
the applicant is affiliated or otherwise connected, involves 
sums largely in excess of the said $55.13. i^s shown by the 
attached letter, the said $55.13 represents cjlaims for addi¬ 
tional income tax liabilitv for the vear 1924 

% * i 

2. The error herein alleged to have been committed by 
the Commissioner consists in claiming that the crediting by 
Carrier to a profit and loss account of $441.05, an amount 
representing unclaimed wages due employes of a carrier, 
constitutes taxable income. 

3. In December, 1924, an entry was made jon the books of 
the Charleston & Western Carolina Railway Company 
crediting Profit and Loss with $441.05 on account of wages, 
then unpaid, earned by employes prior to January 1st, 
1922. This entry was made simply for bookkeeping pur¬ 
poses to transfer such amounts to profit and loss and did 
not in anv manner extinguish the indebtedness of the 
Charleston & Western Carolina Railway Company to the 
employes. The Charleston & Western Carolina Railway 
Company states, (a) that such amounts are due to employes 
until paid, (b) that the debt is not extinguished by reason 
of such entry, and (c) that the employes will be paid when¬ 
ever they call for the amounts due them or they are located 
so they may be paid. 

Whereof Carrier prays that it be determined by this 
Board that the said amount of $441.05 doe£ not constitute 
taxable income to the taxpayer for the year 1924 or for any 
other year. 

CHARLESTON & WESTERN] CAROLINA • 
RAILWAY COMPANY, 

GEO. B. ELLIOTT, 

Chairman Executive Committee . 
CARL H. DAVIS, ! 

M. C. ELLIOTT, j 

Attorneys for Carrier. 
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3 State of North Carolina, 

County of Neiv TTanover: 

Geo. B. Elliott, being duly sworn, says that he is Chair¬ 
man, Executive Committee, of the Charleston & Western 
Carolina Kailway Company, Carrier in the above applica¬ 
tion, and is duly authorized to make this verification, and 
that the facts set out in the said application are true to the 
best of his knowledge and belief. 

GEO. B. ELLIOTT. 

Subscribed and sworn to before me this 25th day of 
October, A. D., 1926. 

B. B. REYNOLDS, 

Notary Public . 

My commission expires December 30, 1927. 


4 Copy. 

(1639M.) 

Form NP-2. 

Treasury Department. 

Office of Commissioner of Internal Revenue. 

IT :CA :2335-8-60D. 

Washington, Aug. 27, 1926. 

Charleston & Western Carolina Railway Company, 
Wilmington, North Carolina. 

Sirs: 

The determination of your income tax liability for the 
year 1924, as set forth in office letter dated July 3, 1926, 
disclosed a deficiency in tax amounting to $55.13, as shown 
in the attached statement. 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1926, you are allowed 60 days from the 
date of mailing of this letter within which to file a petition 
for the redetermination of this deficiency. Any such pe¬ 
tition must be addressed to the United States Board of 
Tax Appeals, Earle Building, Washington, D. C., and must 
be mailed in time to reach the Board within the 60-day 
period, not 1 counting Sunday as the sixtieth day. 

Where a taxpayer has been given an opportunity to file 
a petition with the United States Board of Tax Appeals 
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and has not done so within the 60 days prescribed and an 
assessment has been made, or where a taxpayer has filed 
a petition and ani assessment in accordance with the final 
decision on such petition has been made, the unpaid amount 
of the assessment must be paid upon notice and demand 
from the Collector of Internal Revenue. No claim for 
abatement can be entertained. 

If you acquiesce in this determination and do pot desire 
to file a petition with the United States Board oJf Tax Ap¬ 
peals, you are requested to execute a waiver of your right 
to file a petition with the United States Board of Tax Ap¬ 
peals on the enclosed Form A, and forward it to| the Com¬ 
missioner of Internal Revenue, Washington, D. (p., for the 
attention of IT :CA :2335-8-60D. In the event that you ac¬ 
quiesce in a part of the determination, the waiver should be 
executed with respect to the items to which you pgree. 

Respectfully, 

D. H. BLAIR, 

Commissioner, 

(S.) By C. R. NASH, 

Assistant to the Commissioner. 

i 

Enclosures: Statement, Waiver—Form A. Form 882. 

i 

i 

5 Statement. 

IT :CA :2335-8-60D. | 

j 

In re Charleston & Western Carolina Railway , 1 Company, 

Wilmington, North Carolina. 

Year, 1924; Deficiency in Tax, $55.13.! 


Net income reported. $825,518.49 

(a) Wages unclaimed. j 441.05 


Income subject to tax at 12%%. $325,959.54 


■ - ■ i ■ —— 

Tax at 121/2%. j 40,744.94 

Tax previously assessed. j 40,689.81 

-i- 

Deficiency . ! $55.13 

i 


(a) This amount having been used as a deduction in determining in- 
■come in n prior .year is taxable income in the year restored to surplus. 
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Pavment of the deficiency in tax should not be made until 
» * 

a bill is received from the Collector of Internal Revenue for 
your district, and remittance should then be made to him. 

Xow, Oct. 17, 1929 the foregoing petition certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S . Board of Tax Appeals . 

6 Filed Dec. 13, 1926, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No., 20836. 

Charleston & Western Carolina Railway Company, 

Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Answer. 

The Commissioner of Internal Revenue, bv his attorney, 
A. W . Gregg, General Counsel, Bureau of Internal Rev¬ 
enue, for answer to the petition of the above-named tax¬ 
payer admits and denies as follows: 

1. Respondent admits that petitioner is a corporation 
organized under the laws of the State of South Carolina, 
that a notice of deficiency was mailed to the petitioner on 
August 27, 1926, and that the taxes in controversy are in- 
come taxes for the year 1924 in the amount of $55.13. 

2. Respondent denies that he erred in determining the 
tax set fortli in said notice of deficiency and further denies 
that he erred in determining that the amount of $441.05 
constituted taxable income to the petitioner in the year 
1924. 

3. Respondent admits that in December, 1924 an entry 
was made on tlie books of the petitioner crediting Profit 
and Loss with $441.05 on account of wages, then unpaid, 


COMMISSIONER OF INTERNAL REVENUE. 7 

which had been earned by employees of the petitioner prior 
to January 1,1922. j 

7 4. Respondent denies generally and specifically 
each and every allegation contained in taxpayer’s 

petition not hereinbefore admitted, qualified or denied. 

Wherefore, it is prayed that the taxpayer’s appeal be 
denied. 

A. W. GREGG, 

i 7 

General Counsel, Bureau of Internal Revenue. 

Of Counsel: j 

DWIGHT H. GREEN, I 

Special Attorney, 

Bureau of Internal Revenue. 

Now, Oct. 17, 1929 the foregoing answer certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] j 

i 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

i 

8 A true copy. Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

i 

United States Board of Tax Appeals. 

Docket No., 20836. j 

i 

Charleston & Western Carolina Railway Co., Petitioner, 

i 

V. 

i 

Commissioner of Internal Revenue, Respondent. 
Promulgated September 26, 1929. 

| 

Certain unclaimed wages, which had been charged to 
operating expense and allowed as a deduction for jthe year 
in which the expense accrued, were subsequently I charged 
to profit and loss. 11 eld, that such unclaimed wages con¬ 
stitute taxable income for the year in which they were 
charged to profit and loss. 

Robert R. Faulkner, Esq., for the petitioner. 
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F. R. Shearer, Esq., and R. AY. Wilson, Esq., for tlie re¬ 
spondent. 

This proceeding 1 is for the redetermination of an alleged 
deficiency in income tax for the calendar vear 1924 in the 
amount of $55.13. The petitioner alleges error on the part 
of the respondent in that he included in taxable income 
certain items of unclaimed wages which petitioner charged 
to profit and loss during the year 1924. No testimony was 
ottered by either party and from the pleadings we make the 
following 

Findings of Fad. 


The petitioner is a corporation organized and existing 
under the laws of the State of South Carolina and is en¬ 
gaged in intra and interstate commerce. 

9 During the calendar year 1924 and for years prior 

thereto the petitioner's books were kept upon an 
accrual basis and it had been its consistent practice to pre¬ 
pare pay rolls for wages due its employees from time books 
or other records. The total of such pay rolls were charged 
to operating expenses or other appropriate account and 
credited to Pav Rolls, a liability account. The Pav Rolls 
account was debited each month with amounts actually 
paid. 

In December, 1924, an entry was made on the books of 
petitioner debiting Pay Rolls and Crediting Profit and Loss 
with $441.05, representing in the aggregate various items 
of wages in the Pay Rolls account due employees for the 
year 1921 which had not been paid but which had been 
accrued and claimed and allowed as a deduction in peti¬ 
tioner's income-tax return for the calendar vear 1921. This 


credit to Profit and Loss was not treated as income in pe¬ 
titioner's annual report to its stockholders but was in¬ 
cluded in the ledger liability of Profit and Loss. 

It has always been the consistent practice of petitioner 
to consider all items of unclaimed wages as a definite lia¬ 
bility and to pay the employees to whom such wages are 
due when they are called for without consideration of any 
statutory period of limitation. 


10 Opinion. 

Smith: The only issue presented by this proceeding is 
whether or not certain items of unclaimed wages which had 
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been charged to operating- expenses and allowed! as a deduc¬ 
tion for the year in which the expense accrued constitute 
taxable income when subsequently charged to! profit and 
loss. 

There was presented for our consideration iin Chicago, 
Rock Island & Pacific Railway Co., 13 B. T. A. 988, an issue 
practically on all fours with the one raised in' the instant 
proceeding, and after a careful and extensive consideration 
of the question we approved (he respondent’s ^ction in in¬ 
cluding such items in taxable income for the year in which 
they were charged to profit and loss. 

Consequently, in accordance with the decision in Chicago, 
Rock Island & Pacific Railway Co., supra, the respondent’s 
action in this proceeding is sustained. 

Judgment will be entered for the respondent.! 

Now Oct. 17, 1929 the foregoing findings bf fact and 
Opinion certified from the record as a true copy. 

[seal.] B. D. GAMBLE, 

Clerk U. S. Board of Taw Appeals. 

11 United States Board of Tax Appeals, jVashington. 

Docket No., 20836. j 

i 

Charleston & Western Carolina Railway Co.j, Petitioner, 

vs. ! 

i 

Commissioner of Internal Revenue, Respondent. 

j 

Decision. 

Pursuant to the Board’s findings of fact and opinion, pro¬ 
mulgated September 26, 1929, it is j 

Ordered and decided that there is a deficiency of $55.13 
for the year 1924. j 

Enter. 

(Signed) CHARLES P. SMITH, 

Member United States Board of Tak Appeals. 

Entered Sep. 27, 1929. 

A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, j 

Clerk U. S. Board of Tax Appeals, j 
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Now Oct. 17, 1029' the foregoing decision certified from 
lie record as a true copy. 

[Seal U. 8. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

2 In the Court of Appeals of the District of Columbia. 

No. —. 

Charleston and Western Carolina Railway Company, 

a Corporation, Petitioner, 

vs. 

Robert II. Lucas, Commissioner of Internal Revenue, 

Respondent. 

Stipulation That Review of Decision of U. S. Board of 
Tax Appeals he by the Court of Appeals of the District 
of Columbia. 

It is hereby stipulated and agreed by and between the 
uirties hereto by their respective attorneys, that the deci- 
;ion of the U. 8. Board of Tax Appeals herein appealed 
rom be reviewed by the Court of Appeals of the District 
>f Columbia. 

CHARLESTON & WESTERN CAROLINA 
RY. CO., 

Bv ROBERT R. FAULKNER, 

ROBERT R. FAULKNER, 

Attorney for Petitioner. 
ROBERT H. LUCAS, 

Commissioner of Internal Revenue, 
Bv C. M. CHARE ST, 

C. M. CHAREST, 

General Counsel, Bureau of Internal Revenue. 

Now Oct. 17,1929, the foregoing stipulation certified from 
he record as a true copy. 

[Seal U. S. Court of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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13 United States Board of Tax Appeals, Filed Oct. 11, 

1929. | 

In the Court of Appeals of the District of Columbia. 

No. —. | 

Charleston & Western Carolina Bail way Company, 

a Corporation, Petitioner, 

v. | 

Bobert H. Lucas, Commissioner of Internal Revenue, 

Despondent. 

i 

Petition for Review of Decision of United States Board of 

Tax Appeals. 

To the Court of Appeals of the District of Columbia: 

The Charleston & Western Carolina Bailway Company, 
a corporation, hereby petitions this Honorablb Court to 
review the decision of the United States Board !of Tax Ap¬ 
peals in the Appeal of Charleston & Western Carolina Bail¬ 
way Company v. Commissioner of Internal Bcvehue, Docket 
20,836, rendered September 26, 1929, and as a Jbasis of its 
petition respectfully shows: 

1. Petitioner is a corporation organized ajid existing 
under the laws of the State of South Carolina, engaged 
in the business of a common carrier by steam railroad in 
intra and interstate commerce, with its general offices at 
Columbia, S. C. 

7 i 

2. The taxes in controversy are income taxes for the 
calendar year 1924 in the amount of $55.13. 

3. This appeal is from the decision of the United States 
Board of Tax Appeals sustaining the claim of the Commis¬ 
sioner of Internal Bevenue that an amount of unclaimed 
wages previously reported as a deduction ini 1921 con¬ 
stituted taxable income in 1924, the year in which “restored 
to surplus.’’ 

4. The facts necessary to a determination of the issue 
here presented are contained in the findings of fact and 
opinion of the Board of Tax Appeals and are as follows: 

The petitioner is a corporation organized and ex- 

14 isting under the laws of the State of South Carolina 
and is engaged in intra and interstate commerce. 
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During the calendar year 1924 and for years prior thereto 
the petitioner's books were kept upon an accrual basis and 
it had been its consistent practice to prepare pay rolls 
for wages due its employees from time books or other 
records. The total of such pay rolls were charged to op¬ 
erating expenses or other appropriate account and credited 
to Pav Rolls, a liability account. The Pav Rolls account 
was debited each month with the amounts actually paid. 

In December, 1924, an entry was made on the books of 
petitioner debiting Pay Rolls and crediting Profit and Loss 
with $441.0."), representing in the aggregate various items 
of wages in the Pay Rolls account due employees for the 
year 1921 which had not been paid but which had been 
accrued and claimed and allowed as a deduction in peti¬ 


tioner's income-tax return for the calandar vear 1921. This 


credit to Profit and Loss was not treated as income in 


petitioner's annual report to its stockholders but was in¬ 
cluded in the ledger liability of Profit and Loss. 

It has always been the consistent practice of petitioner 
to consider all items of unclaimed wages as a definite lia¬ 
bility and to pay the employees to whom such wages are 
due when thev are called for without consideration of anv 
statutory period of limitation. 


Assignment of Error. 

5. The Board erred in determining that the bookkeeping 
entrv made bv Petitioner, transferring the liability for 
unclaimed wages from its liability account “Pay Rolls” to 
ledger liability of Profit and Loss, by a debit to the former 
and a credit to the latter, resulted in an “accrual” of tax¬ 
able “income" within the meaning of the Sixteenth Amend¬ 
ment to the Constitution and Sections 233(a), 213(a) and 
232 of the Revenue Act of 1924, which read in part as 
follows 


Art. XVI of Constitution: 

The Congress shall have power to lay and collect taxes 
on incomes, from whatever source derived, without appor¬ 
tionment. among the several states, and without regard to 
anv census or enumeration. 
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Revenue Act of 1924: 

Sec, 233(a). In the case of a corporation subject to the 
tax imposed by Sec. 230, the term “gross jincome” means 
the gross income as defined in section 213 * * *. 

Sec. 213(a). The term “gross income”| includes gains, 
profits and income derived from * * | * professions, 

trades, businesses, commerce, or sales, or dealings in prop¬ 
erty, whether real or personal, growing opt of the owner¬ 
ship or use of or interest in such property; 
15 also from interest, rent, dividends, Securities or the 
transaction of any business carried on for gain or 
profit, or gains or profits and income derived from any 
source whatever. 

Sec. 232. That in the case of a corporation subject to the 
tax imposed by section 230 the term “net jincome” means 
the gross income as defined in Section 233j less the deduc¬ 
tions allowed by Sections 234 and 206 and the net income 
shall be computed on the same basis as provided in sub¬ 
division (b) of Section 212 or in Section 226. 

Sec. 212 ( b ). The net income shall be computed upon the 
basis of the taxpayer’s annual accounting period (fiscal 
year or calendar year as the case may be|) in accordance 
with the method of accounting regularly employed in keep¬ 
ing the books of such taxpayer; but if no |such method of 
accounting has been so employed, or if the method em¬ 
ployed does not clearly reflect the income the computation 
shall be in accordance with such method afe in the opinion 
of the Commissioner does clearly reflect th;e income. * * * 

Wherefore Petitioner prays that this Ifonorable Court 
may review the decision of the U. S. Board of Tax Appeals 
in this cause, reverse the same and directj the entry of a 
decision by said Board that there is no deficiency in income 
tax for the calendar year 1924 due from petitioner; and 
for such other and further relief as may to the court seem 
meet and proper. 

ROBERT R. FAULKNER, 

ROBERT R. FAULKNER, 

Union Trust Bldg., Washington, D. C., 

(S.) CARL H. DAVIS, 

CAEL H. DAVIS, 

Wilmington, North Carolina, 

Attorneys fpr Petitioner . 

i 

i 

i 
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State of North Carolina, 

County of New Hanover , ss: 

Geo. B. Elliott, being* first duly sworn, deposes and says 
that he is a chairman, Ex. Committee of the Charleston 
& Western Carolina Railway Company, Petitioner above 
named; that said company is a corporation and for that 
reason he makes this verification in its behalf; that he has 
read the above and foregoing* petition, that the facts therein 
stated are true to the best of his personal knowledge and 
belief; that said facts were properly presented to the IT. S. 
Board of Tax Appeals at the hearing* of said appeal; and 
that this appeal is not made for the purpose of delay; that 
he believes Petitioner is fullv entitled to the relief sought. 

GEO. B. ELLIOTT. 


Subscribed and sworn to before me this 8th day of Oc¬ 
tober, 1929. 


B. B. REYNOLDS, 

Notary Public. 


My commission expires Dec. 30,1929. 

1G In the Court of Appeals of the District of Columbia. 


No. —. 


Charleston & Western Carolina Railway Company, a 

Corporation, Petitioner, 


vs. 

Robert II. Lucas, Commissioner of Internal Revenue, 

Respondent. 

Notice of Piling of Petition for Review of Decision of U. S. 

Board of Tax Appeals. 

To C. M. Charest, Esq., 

General Counsel, Bureau of Internal Revenue, 
Washington, D. C.: 

Please take notice that the annexed petition for review 
of the decision of the United. States Board of Tax Appeals, 
in the above entitled cause, has been this 11th day of Oc- 


V 


i 

I 

I 


COMMISSIONER OF INTERNAL REVENUE. 


tober, 1929, filed with the Clerk of the Uiiited States Boar< 
of Tax Appeals. 

ROBERT R. FAULKNER, 
ROBERT R. FAULKNER, 

Attorney for Petitioner . 


Service of the above and foregoing notice and copy of tin 
Petition for Review, accepted this 11th day of October 
1929. | 

C. M. OHAREST, 

General Counsel, Bureau Internal Revenue. 


Now Oct. 17, 1929 the foregoing petition for review anc 
proof of service thereof certified from tlie record as a tru< 
copy. | 

i 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. Dj GAMBLE, 

Clerk U. S. Board \of Tax Appeals. 


17 In the Court of Appeals of the District of Columbia 

i 

i 

No. —. 

i 

Charleston & Western Carolina Railway Company, a 

Corporation, Petitioner, 

vs. | 

Robert H. Lucas, Commissioner of Ihternal Revenue, 

Respondent. 

Designation of Record. 

j 

i 

The Clerk of the Board, in preparing the Transcript of 
Record for the Court of Appeals of the District of Co¬ 
lumbia, in the above entitled cause, will please include the 
following: 

1. The docket entries of the proceedings before the 
Board. 

2. Pleadings before the Board 

3. Findings of fact, opinion and decision of the Board. 

4. Petition for review. 
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5. Stipulation that review shall be by the Court of Ap¬ 
peals of the District of Columbia. 

ROBERT R. FAULKNER, 
ROBERT R. FAULKNER, 

Attorney for Petitioner. 

Service of a copy of the above Designation made this 
11th dav of October, 1929, and I concur in the same. 

C. M. CHAREST, 

General Counsel, Bureau of Internal Revenue. 

Now Oct. 17, 1929 the foregoing Prsecipe and proof of 
service thereof certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

Endorsed on cover: Board of Tax Appeals. No. 5074. 
Charleston & Western Carolina Railway Co., appellant, vs. 
Commissioner of Internal Revenue. Court of Appeals, 
District of Columbia. Filed Oct. 21, 1929. Henry W. 
Hodges, Clerk. 
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IN THE £fjsrZ, 

Court of Appeals of the District of Colombia 

WASHINGTON 


Charleston & Western Carolina Railway Co. 

Petitioner . 
vs 

l No. 5074 

Robert H. Lucas, Commissioner 
of Internal Revenue 

Respondent . 

v. 

i 

ON PETITION TO REVIEW DECISION OF 
U. S. BOARD OF TAX APPEALS 

BRIEF OF PETITIONER 

Robert R. Faulkner, 

Carl H. Davis, 

Attorneys for Petitioner, 
Union Trust Bldg., Washington, D. C. 
November 4, 1929. 


W. F. ROBERTS CO. WASHINGTON 0. C. 
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IN THE 


Court of Appeals of the District of Columbia 

WASHINGTON 


Charleston & Western Carolina Railway Co. 

Petitioner. 


vs. 


Robert H. Lucas, Commissioner 
of Internal Revenue 

Respondent. 


No. 5074 


ON PETITION TO REVIEW DECISION OF 
U. S. BOARD OF TAX APPEALS 

BRIEF OF PETITIONER ! 


Robert R. Faulkner, 

Carl H. Davis, 

Attorneys for Petitioner, 

_ _ I _ _ 

Union Trust Bldg., Washington, D. C. 
November 4, 1929. j 
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Court of Appeals of the District of Columbia 

WASHINGTON 

Charleston & Western Carolina Railway Co. 

Petitioner . 
vs. 

Commissioner of Internal Revenne 

Respondent. 


BRIEF OF PETITIONER 


PRIOR PROCEEDINGS 

| 

These proceedings were initiated by a sixty day letter of 
the Commissioner of Internal Revenue, Respondent, 
dated August 27, 1926, proposing to assess a deficiency 
in tax against the Charleston & Western Carolina Rail¬ 
way Company, Petitioner, in the amount of $55.13 for 
the calendar year 1924. (R. 4.) From this! sixty day 

letter Petitioner on Oct. 26, 1926, appealed to the U. S. 
Board of Tax Appeals under authority of the Revenue 
Act of 1926 (R. 2). Hearing was had onj May 23, 
1929 (R. 2); the findings of fact and opinion of the 
Board entered Sept. 26, 1929; the decision determining 
a deficiency in tax of $55.13 entered September 27, 1929 
(R. 9), and the petition herein filed October 11, 1929. 
(R. 11.). | 
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EXPLANATORY STATEMENT 

The amount of tax in controversy in this appeal is 
small, but it is believed the principle established by the 
decision of the Board of Tax Appeals is of such great 
importance and its effect so far-reaching, not only upon 
Petitioner, but upon all large corporate tax payers, as to 
justify and indeed to require a review thereof by the 
higher courts. 

THE FACTS 

The facts in the case as found by the Board of Tax 
Appeals are undisputed and because of their brevity are 
here quoted in full: (R. 8.) 

The petitioner is a corporation organized and 
existing under the laws of the State of South Caro¬ 
lina and is engaged in intra and interstate commerce. 

During the calendar year 1924 and for years prior 
thereto the petitioner’s books were kept upon an ac¬ 
crual basis and it has been its consistent practice to 
prepare pay rolls for wages due its employees from 
time books or other records. The total of such 
pay rolls were charged to operating expenses or 
other appropriate account and credited to Pay Rolls, 
a liability account. The Pay Rolls account was 
debited each month with amounts actually paid. 

In December, 1924, an entry was made on the 
books of petitioner debiting Pay Rolls and crediting 
Profit and Loss with $441.05, representing in the 
aggregate various items of wages in the Pay Rolls 
account due employees for the year 1921 which had 
not been paid but which had been accrued and 
claimed and allowed as a deduction in Petitioner’s 
income-tax return for the calendar year 1921. This 
credit to Profit and Loss was not treated as income 
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in Petitioner’s annual report to its stockholders but 
was included in the ledger liability of Prpfit and 
Loss. 

It has always been the consistent practice of Peti¬ 
tioner to consider all items of unclaimed wages as a 
definite liability and to pay the employees tp whom 
such wages are due when they are called fPr with¬ 
out consideration of any statutory period of limita¬ 
tion. 

STATUTES INVOLVED 


The pertinent statutes involved, so far as deemed ma¬ 
terial, provide as follows: 


Revenue Act 1924 

Sec. 233 (a). In the case of a corporation subject 
to the tax imposed by Sec. 230, the term “gross in¬ 
come” means the gross income as defined in section 
213 * * * 

Sec. 213 (a). The term “gross income” includes 
gains, profits and income derived from * * * 

professions, trades, businesses, commerce, or sales, or 
dealings in property, whether real or personal, 
growing out of the ownership or use of or interest in 
such property; also from interest, rent, dividends, 
securities or the transaction of any business carried 
on for gain or profit, or gains or profits and income 
derived from any source whatever. 

Sec. 232. That in the case of a corporation subject 
to the tax imposed by Sec. 230 the term “net income” 
means the gross income as defined in Sec. 233 less 
the deductions allowed by Secs. 234 and 206 and the 
net income shall be computed on the same basis as 
provided in subdivision (b) of Sec. 212 of in Sec. 
226. | 

Sec. 212 (b). The net income shall be computed 
upon the basis of the taxpayer’s annual accounting 
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period (fiscal year or calendar year as the case may 
be) in accordance with the method of accounting 
regularly employed in keeping the books of such 
taxpayer; but if no such method of accounting has 
been so employed, or if the method employed does 
not clearly reflect the income the computation shall 
be in accordance with such method as in the 
opinion of the Commissioner does clearly reflect the 
income. * * * 

Revenue Act of 1921 

Secs. 232 and 212 (b) of the revenue act of 1921 
contain language similar to that used in the same 
numbered sections of the 1924 act. 

Sec. 234 (a). That in computing the net income 
of a corporation subject to the tax imposed by Sec. 
230, there shall be allowed as deductions (a) (1) 
all the ordinary and necessary expenses paid or in¬ 
curred during the taxable year in carrying on any 
trade or business, including a reasonable allowance 
for salaries or other compensation for personal ser¬ 
vices actually rendered. 

REGULATIONS INVOLVED 

So much of the regulations promulgated by the Com¬ 
missioner as are deemed material to the issue are quoted 
below: 


Art. 111. (Art. 562) Reg. 62, construing Sec. 234 
of the Revenue Act of 1921: 

When charges deductible. Each year’s return, 
so far as practicable, both as to gross income and 
deductions therefrom, should be complete in itself 
and taxpayers are expected to make every reasonable 
effort to ascertain the facts necessary to make a cor- 
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rect return. See Arts. 21-24 and 51. The expenses, 
liabilities or deficits for one year can not be used 
to reduce the income of a subsequent year. | * * * 

Reg. 65 construing Sec. 213 of the Revenue Act of 
1924: 

i 

Art. 31. Gross income includes in general com¬ 
pensation for personal and professional j services, 
business income, profits from sales and dealings in 
property, interest, rent, dividends and gains, profits 
and income derived from any source whatever, un¬ 
less exempt from tax by law. In general, income is 
the gain derived from capital, from labor lor from 
both combined, provided it is understood to include 
profit gained through sale or conversion of capital 
assets. * * * 


Art. 49. Forgiveness of Indebtedness. The can¬ 
cellation of and forgiveness of indebtedness may 
amount to a payment of income, to a giftj or to a 
capital transaction, dependent upon the j circum¬ 
stances. If, for example, an individual performs 
services for a creditor who in consideration thereof 
cancels the debt, income to that amount is I realized 
by the debtor as compensation for his services. If, 
however, a creditor merely desires to benefit! a debtor 
and without any consideration therefor cancels the 
debt, the amount of the debt is a gift from tjie credi¬ 
tor to the debtor and need not be includejd in the 
latter’s income. And if a shareholder in a corpora- 
tion which is indebted to him gratuitously forgives 
a debt, the transaction amounts to a contribution 
to the capital of the corporation. 


Art. 50. When included in gross income. Gains, 
profits, and income are to be included in the 
gross income for the taxable year in which they are 
received by the taxpayer, unless they are included 
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when ' they accrue to him in accordance with 
the approved method of accounting followed by 
him. * * * 

ERROR ASSIGNED 

The Board erred in determining that the bookkeeping 
entry made by Petitioner, transferring the liability for 
unclaimed wages from its liability account “Pay Rolls” 
to the ledger liability of Profit and Loss, by a debit to 
the former and a credit to the latter, resulted in an “ac¬ 
crual” of taxable “income” within the meaning of the 
Sixteenth Amendment to the Constitution and Sections 
233 (a), 213 (a) and 232 of the Revenue Act of 1924. 

THE ISSUE INVOLVED 

The action of the Commissioner (which was sustained 
by the Board) was predicated upon the following ruling 
contained in his 60-day letter: 

This amount having been used as a deduction in 
determining income in a prior year is taxable in the 
year restored to surplus. (R. 5.) 

The single issue presented for the determination of this 
Court is whether the entry transferring this liability from 
Pay Rolls account by a credit to Profit and Loss and debit 
to Pay Rolls (which entry did not, of course, affect peti¬ 
tioners continuing liability to its former employees), re¬ 
sulted in an “accrual” of taxable “income” within the 
meaning of the 16th Amendment to the Constitution and 
Sec. 213 of the Revenue Act of 1924. 
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SUMMARY OF POINTS UPON WHICH PETITIONER 

RELIES 

The transfer of Petitioner’s liability for unclaimed 
wages from the balance sheet account “Pay Rolls” to 
“Profit and Loss” did not result in increasing Petitioner’s 
net taxable income for the calendar year 1924, merely 
because the amount thereof had been deducted; as an ex¬ 
pense in computing its net income for the calebdar year 
1921 for— 

I. These wages were accrued in 1921, the year in 
which the services were rendered, and were clearly de¬ 
ductible under the law and regulations issued thereunder, 
as an ordinary and necessary expense incurred during 
that year. Had petitioner failed to claim the deduction 
it would not have been permitted for any other year. 

Sec. 234(a) of the Revenue Act of 1921. ! 

Arts. 561 and 111, Reg. 62. 

I. T. 1272, C. B. June, 1922, p. 123. 

Sanford & Brooks Co. Appeal, 11 B. T. A. 452. 

United States v. Yale & Towne Mfg. Co., 1269 U. S. 
422. | 

Robert P. Hyams Co., 1 B. T. A. 217. 

Wolf Mfg. Co., 10 B. T. A. 1161. 

II (a). The transfer of the liability on thb books of 
petitioners from Pay Rolls to Profit and Loss did not 
produce “income” within the meaning of thalt word as 
used in the Constitution and revenue laws. 

Kerbaugh-Empire Co. v. Bowers, 300 Fed. 939, 271 
U. S. 190. ! 

Eisner v. Macomber, 252 U. S. 189. 

Stratton’s Ind. v. Howbert, 231 U. S. 399.; 
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Doyle v. Mitchell, 247 U. S. 179. 

Meyer Jewelry Co. Appeal, 3 B. T. A. 1319. 

(b) There is no such thing as negative income within 
the meaning of the Constitution and the revenue laws. 

Kerbaugh-Empire Co. v. Bowers, 300 Fed. 939. 

Eisner v. Macomber, 252 U. S. 189. 

Meyer Jewelry Co. Appeal, 3 B. T. A. 1319. 

Standard Refractories Co., 6 B. T. A. 24. 

Ill (a). It is true where the accrual basis of account¬ 
ing is used items of income and expense must be reported 
at the time they accrue without regard to the time when 
they are paid. 

Secs. 232 and 212 (b), Revenue Act 1924. 

Arts. 31 and 50, Reg. 65. 

Clarence Schock Appeal, 1 B. T. A. 528. 

S. W. Harris Appeal, 2 B. T. A. 933. 

Miamus Motor Works Appeal, 5 B. T. A. 435. 

Souer Mfg. Co. Appeal, Doc. 14464, decided April 
29, 1929. 

(b) But merely because petitioner kept its books upon 
the accrual basis does not justify a holding that the 
entry in question constitutes an “accrual” of taxable in¬ 
come. In order to constitute an accrual of “income” a 
valid right thereto must have arisen or existed which was 
enforceable during the year. 

L. O. 1086, C. B. June, 1922, p. 87. 

Clarence Schock Appeal, 1 B. T. A. 528. 

Yale & Towne Mfg. Co. v. U. S., 269 U. S. 422. 

Sanford & Brooks Appeal, 11 B. T. A. 452. 

Great Northern R. R. Co. Appeal, 8 B. T. A. 225. 

Lane Constr. Co. Appeal, 4 B. T. A. 1159. 

Richmond Light & R. R. Co. Appeal, 4 B. T. A. 91. 
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IV. A book entry can no more extinguish a j liability 
than it can create income. It is well settled mere book 
entries can not serve either to increase or decrease tax 
liability. If they conflict with the facts they I must be 
ignored. 

Doyle v. Mitchell Bros., 247 U. S. 179. i 

Douglas v. Edwards, 298 Fed. 229. 

So. Pac. Ry. v. Muenter, 260 Fed. 837. 

Huning Mercantile Co. Appeal, 1 B. T. A. 130. 

Henry Meyer Thread Co. Appeal, 2 B. Tf. A. 665. 

Pac. Pipe & Mfg. Co. Appeal, 2 B. T. A. 1223. 

Krieg Tanning Co. Appeal, 4B. T. A. 1081. 

S. R. 2940, C. B. June, 1925, p. 129. 

ARGUMENT 

I 

I. The wages were accrued in 1921, the year in which 
the services were actually rendered and were clearly de¬ 
ductible under the law and regulations issued thereunder 
as an ordinary and necessary expense incurred during the 
year. Had Petitioner failed to claim the deduction it 
would not have been permitted for any other year. 

Sec. 234 (a) (1) of the Revenue Act of 1921 provides 
that in computing the net income of a corporation sub¬ 
ject to the tax imposed by the act “there shall be allowed 
as deductions (1) all the ordinary and necessary expenses 
paid or incurred during the taxable year in carrying on 
any trade or business, including a reasonable allowance 
for salaries or other compensation for personal services 
actually rendered.” 

In I. T. 1272, C. B. June, 1922, at page 124, the fol¬ 
lowing rule was laid down as to what shall | constitute 
an accrual of a liability: 


i 

; 

i 

i 

i 

I 


9 



There must be an actual liability incurred before 
an amount may be accrued. Where a liability has 
actually been incurred and is uncertain only in the 
amount necessary to discharge it and the actual date 
at which it must be discharged, an amount repre¬ 
senting a reasonable estimate of such liability incur¬ 
red may be set up as an accrual and will constitute 
an allowable deduction for Federal income tax pur¬ 
poses for the taxable year in which the liability was 
incurred. Treas. Dec. 2433; L. O. 360 (unpublished) 
and 1059, C. B. 4, p. 147. (Italics supplied.) 

In Sanford & Brooks Co . Appeal, 11 B. T. A. 452 (at 
p. 457) the Board of Tax Appeals said: 

In United States v. Yale & Towne Mfg . Co., 269 
U. S. 422, the court, in passing on the question when 
a tax accrues, said that a tax will accrue, when all 
events have occurred “which fix the amount of tax 
and determine the liability of the taxpayer to pay 
it.” The same general principles are applicable 
whether we are determining the accrual of taxes or 
the accrual of items of income or expense. * * * 

Under our system of Federal taxation, an account¬ 
ing period of one year has been prescribed as the 
basis for reporting income for tax purposes, and 
each taxable period stands alone with items of in¬ 
come and deductions determined in the light of 
events and circumstances transpiring within that 
year. (Italics supplied.) 

The services here involved were actually rendered in 
1921. As the liability therefor not only was incurred by 
petitioner but the amount of the liability was definitely 
determined in 1921, the accrual thereof on its books was 
clearly allowable and the deduction thereof from gross 
income permitted by Sec. 234 (a) (1) of the Revenue 
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Act of 1921. Had taxpayer failed to claim these amounts 
as deductible expenses in 1921, they would not have been 
deductible in any other year. Art. Ill, Reg. 62, supra, 
Sanford & Brooks Co. Appeal, 11 B. T. A. 4512. 

II (a). The transfer of the liability on the books of Peti¬ 
tioners from “Pay Rolls” to “Profit and Loss” did not pro¬ 
duce “income” within the meaning of that word as used 
in the Constitution and Revenue Laws. 

I 

Sec. 213 of the Revenue Act of 1924 provides that 
the term “gross income” 

includes gains, profits and income derived from 
* * * trades, businesses, commerce, or! sales, or 
dealings in property * * * or the transaction 

of any business carried on for gain or profif, or gains 
or profits and income derived from any source what¬ 
ever. 

If the book entry here involved may be called “in¬ 
come” by the common understanding of the! word, it 
may be that Sec. 213 is sufficiently broad to make the 
amount thereof taxable. Meyer Jewelry Co. Appeal, 3 
B. T. A. 1321. However, it is a cardinal rule of statu¬ 
tory construction that that interpretation will be adopted 
which is consistent with the Constitution, because it is 
presumed that the legislature intended to act Within the 
scope of its authority. St. Louis S. W. Ry. v. Arkansas, 
235 U. S. 350. Another such rule is that taxing statutes 
are to be construed liberally in favor of the taxpayer and 
against the Government. Bowers v. N. Y. Lighterage 

Co., 273 U. S. 346. j 

What is income? The 16th Amendment declares that 
Congress shall have power to levy and collect taxes on 
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income “from whatever source derived” without appor¬ 
tionment among the several states, and without regard 
to any census or enumeration. In Bowers v. Kerbaugh- 
Empire Co., 271 U. S. 170, the Supreme Court said: 

It was not the purpose or effect of that amendment 
to bring any new subject within the taxing power. 
Congress already had power to tax all incomes. But 
taxes on incomes from some sources had been held 
to be “direct taxes” within the meaning of the con¬ 
stitutional requirement as to apportionment (cita¬ 
tions). The amendment relieved from that require¬ 
ment and obliterated the distinction in that respect 
between taxes on income that are direct taxes and 
those that are not, and so put on the same basis all 
incomes “from whatever source derived.” 

“Income” has been construed to mean the same thing 
as used in the Corporation Excise Tax Act of 1909, in the 
16th Amendment and in the various acts enacted pur¬ 
suant thereto. So. Pac. v. Lowe, 247 U. S. 330; Mer¬ 
chants Loan & Trust Co. v. Smietanka, 255 U. S. 509. 
In Stratton s Independence v. Howbert, 231 U. S. 399 and 
Doyle v. Mitchell Bros., 247 U. S. 170 “income” was 
defined as " gain or profit from capital, from labor, or 
from both combined, including a gain through sale or 
conversion of capital.” That definition has been adhered 
to and applied repeatedly ( Bowers v. Kerbaugh-Empire 
Co., supra), and is incorporated in Art. 31 of Regulations 
65 promulgated under the 1924 act. 

Bowers v. Kerbaugh-Empire Co. was a case in which 
taxpayer had borrowed German marks and repaid the 
debt eight years later when the exchange value of the 
mark had fallen. The Commissioner taxed as income 
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the difference in value. In 300 Fed. 939, th^ Circuit 
Court of Appeals, after reviewing the decisions of the 
Supreme Court defining the word “income” said: 

The item involved in this case was no^ derived 
from the use of capital; it was not derived from the 
use of labor, and it was not gain from the sale of 
capital assets for there was no sale of capital assets. 
The only possible element of the definition upon 
which the Internal Revenue Commissioner could 
have based the claim, is therefore the element of 
gain from a conversion of capital assets. But there 
seems to have been no conversion of capital assets, 
for all that the plaintiff did was to pay a debt and 
thereby eliminate an item of liability. Iri view of 
the Supreme Court decisions, it appears that to con¬ 
stitute income as a result of a conversion of assets 
there must be in the hands of the taxpayer, as said 
in Eisner v. Macomber, “something of exchangeable 
value preceding from the property, severed!from the 
capital, however invested or employed, and coming 
in, being ‘derived,’ that is received or drawn by the 
recipient (taxpayer) for his separate use, benefit and 
disposal; that is income derived from capital. Noth¬ 
ing else answers the description.” 

The improvement of plaintiff’s balance sheet is 
not income to the plaintiff. All that it Kad was a 
decrease in liability. In Eisner v. Macomber it was 
held that “enrichment through increase in| value of 
capital investment is not income in any proper mean¬ 
ing of that term.” * * * The fact that after the 

transaction the plaintiff’s balance sheet j had im¬ 
proved was not sufficient to constitute “a gain de¬ 
rived from capital.” If anything it was a! gain ac¬ 
cruing to capital and as such under Eisnqr v. Ma¬ 
comber was not taxable. * * * It seems clear 
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that neither the 16th Amendment nor the Revenue 
Act sought to levy an income tax upon anything ex¬ 
cept income as it was actually received, and under 
the Constitution and the Revenue Act of 1921 there 
can be no such thing as a negative income, the two 
words are inconsistent. (Italics supplied.) 

This decision was affirmed by the Supreme Court in 
271 U. S. 170. 

A somewhat analogous question arose before the Board 
of Tax Appeals in the Appeal of Meyer Jewelry Co., 
3 B. T. A. 1319. It appears taxpayer’s affairs became 
so involved in 1921 that a meeting of its creditors was 
held and it was agreed they would accept 60 per cent of 
their claims, payment to be made in instalments up to 
July, 1922. The claims were reduced some $44,000, 
which amount was treated on petitioner’s books as a con¬ 
tingent liability until January 31, 1924, when it was trans¬ 
ferred to Surplus. The Commissioner ruled that the 
transaction resulted in taxable income to the petitioner 
in 1922. Undoubtedly the decision of the Commissioner 
was predicated upon the same premise as that adopted 
in the present appeal. The Board, however, reversed 
this ruling and in the course of its opinion said: 

If the cancellation of the indebtedness under the 
circumstances in this case may be called income by 
the common understanding of the word, it is believed 
that Sec. 213 of the Revenue Act of 1921 is suffi¬ 
ciently broad to make the amount thereof taxable. 
* * * The Supreme Court in the case of Strat¬ 

ton's Indep. v. Howbert, 231 U. S. 399, a case aris¬ 
ing under the Corporation Excise Tax Act of 1909, 
first defined income as “gain derived from capital, 
from labor, or from both combined.” This defini- 
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tion, as explained in Eisner v. Macomber, 252 U. S. 
189, has been uniformly followed. In that |case, Mr. 
Justice Pitney laid down the fundamentals to be 
considered in determining what is income, within 
the meaning of the law and the Constitution, in 
such clear language that it has served as a guide in 
all future cases. The court said: 

i 

“After examining dictionaries in common use 
(Bouv. L.D.; Standard Diet.; Webster’s Internat. 
Diet.; Century Diet.), we find little to add to the 
succinct definition adopted in two cases arising under 
the Corporation Tax Act of 1909 Strattdn's Inde¬ 
pendence v. Howbert, 232 U. S. 399, 415 j Doyle v. 
Mitchell Bros . Co., 247 U. S. 179, 185; ‘Injcome may 
be defined as the gain derived from capital, from 
labor, or from both combined,’ provided it be under¬ 
stood to include profit gained through safe or con¬ 
version of capital assets, to which it was applied in 
Doyle case (pp. 183, 185). 

“Brief as it is, it indicates the characteristic and 
distinguishing attribute of income essential for a 
correct solution of the present controversy. The 
Government, although basing its argument upon the 
definition as quoted, placed chief emphasis upon the 
word ‘gain’ which was extended to include a variety 
of meanings; while the significance of the|next three 
words was either overlooked or misconceived. 'De¬ 
rived—fro m — capital /— 'the — gain—d erived—from 
—capital / etc. Here we have the essential matter; 
not a gain accruing to capital, not a grokvth or in¬ 
crement of value in the investment; but a gain, a 
profit, something of exchangeable value proceeding 
from the property, severed from the capital how¬ 
ever invested or employed, and coming in, being 
'derived / that is, received or drawn by thfc recipient 
(the taxpayer) for his separate use, benefit and dis- 
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posal) ; that is income derived from property. Noth¬ 
ing else answers the description. 

“The same fundamental conception is clearly set 
forth in the Sixteenth Amendment—‘Incomes, from 
whatever source derived' —the essential thought be¬ 
ing expressed with a conciseness and lucidity entirely 
in harmony with the form and style of the Constitu¬ 
tion.” 

The Board then quoted from Kerbaugh-Empire Co. 
v. Bowers, 300 Fed. 938 as follows: 

“In the case at bar, there was no sale of capital 
assets, nor was there any such conversion of capital 
assets, as existed in the Phellis Case. On the Gov¬ 
ernment’s theory, all that the plaintiff could have 
had is an accretion of assets. As a matter of fact 
there was not even an increase of assets. There was 
a decrease of assets through the payment of a part 
of plaintiff’s assets in settling the indebtedness. The 
fact that after the transaction the plaintiff’s balance 
sheet had improved was not sufficient to constitute 
‘a gain derived from capital.’ If anything, it was 
a gain accruing to capital, and, as such, under 
the Eisner and Phellis cases, was not taxable in¬ 
come.” 

Continuing the Board said: 

Now to apply the tests as laid down by the courts 
to facts in the instant appeal. The evidence is clear 
that it was not compensation for services; it can not 
be considered as income from a business entered into 
for profit, and there is no element to identify it as a 
gain which was derived from capital, or from labor, 
or from a combination of both. It is true the tax¬ 
payer has been relieved from paying an amount to 
its creditors by their common consent, an amount 
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which the evidence shows it could not have in fact 
paid whether voluntarily relieved of payment or 
not. Its balance sheet will disclose a more favor¬ 
able financial condition, but “enrichment through 
increase in value of capital investment is hot income 
in any proper meaning of the term.” j Eisner v. 
Macomber, supra . That taxpayer received a benefit 
in the sense of being able to continue its business may 
be conceded, but such an opportunity cain not con¬ 
stitute a gain or income, within the meaning of the 
Constitution and the Revenue Acts. It!is not be¬ 
lieved that relief from paying an obligation, under 
the circumstances set forth in this case, jconstitutes 
income, and it is our opinion that it is hot taxable 
under the statute. 


It seems to be well settled therefore by the above de¬ 
cisions that to constitute income there must b$ a gain or 
profit derived from capital, from labor or from both 
combined, including gain through sale or conversion of 
capital . Manifestly the book entry here involved re¬ 
sulted in no gain from capital, from labor or| from both 
combined; nor even from the sale or conversion of capi¬ 
tal, as was claimed by the Government in the Kerbaugh - 
Empire and Meyer Jewelry Co. cases, supra, j The status 


of petitioner was not altered in the slightest degree by the 
entry, and the record shows it has always been the con¬ 
sistent practice of Petitioner to consider all such items 
as definite liabilities and to pay the employees to whom 
such wages are due when called for (R. 8). I 

i 

The transaction, therefore, did not result! in taxable 
income within the meaning of the Sixteenth Amendment 
to the Constitution and Section 213 of the Revenue Act 


of 1924. 


i 

i 

i 


i 


i 

! 
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In I. T. 1564, C. B. June , 1923, p. 50, the Bureau held 
that a taxpayer receives no income by virtue of a dis¬ 
charge of indebtedness resulting from an adjudication in 
bankruptcy and that where a composition agreement 
among creditors is approved by the court subsequent to 
an adjudication in bankruptcy, no taxable income is re¬ 
ceived by taxpayer by reason of any discharge of indeb¬ 
tedness thereunder. Article 49 of Regulations 65 pro¬ 
vides that the forgiveness of a debt, where it is merely 
intended to benefit a debtor, does not constitute taxable 
income to the debtor but a gift. Here again the question 
of deductions in a previous year or years may have been 
involved, but was apparently ignored in the rulings made. 
We respectfully submit these rulings were in consonance 
with the Revenue Laws. A fortiori , if forgiveness of a 
debt does not constitute taxable income, none can result 
in a case where the debt is not forgiven but a mere book 
entry is made by the debtor transferring the liability to 
Surplus or Profit and Loss. 

II (b). There is no such thing as a negative income 
within the meaning of the Constitution and Revenue 
Laws. 

It will be observed that in the Kerbaugh-Empire Co. 
case, supra j although the plaintiff actually paid out assets 
to extinguish the liability, the Circuit Court of Appeals 
said there was no conversion of capital assets; that all 
the plaintiff did was to pay a debt and thereby eliminate 
an item of liability; that the improvement of its balance 
sheet was not income; that all it had was a decrease in 
liability; that merely because after the transaction its 
balance sheet had improved was not sufficient to con - 
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stitute a gain derived from capital; that if anything there 
was a gain accruing to capital and as such was not tax¬ 
able; and that under the Revenue Act of 1921 and the 
Constitution, there could be no such thing as! a negative 
income, the two words being inconsistent. 

In Meyer Jewelry Co. Appeal, supra, thp Board of 
Tax Appeals conceded that taxpayer had been relieved 
from paying an amount to its creditors by th^ir common 
consent and that its balance sheet showed a more favor¬ 
able financial condition, but said “enrichment through 
increase in value of capital investment is not income in 
any proper sense of the term.” That it was true taxpayer 
received a benefit in the sense of being able jto continue 
its business but that could not constitute a gain or income 
within the meaning of the Constitution and the Revenue 
Laws. 

The record in this case shows that as a result of the 
book entry made the petitioner did not consider that it 
had received any income. On the contrary^ Petitioner 
admits the liability which in fact existed. The in¬ 
debtedness was not definitely extinguished by the pay¬ 
ment of a portion thereof as in the Kerbadgh-Empire 
Co. and Meyer Jewelry Co. cases. Nor did petitioner 
report the item as income to its stockholders. (R. 8.) 
If taxable income did not result in either of the above 
cases, a fortiori, none could have resulted iri the instant 
case. At most the bookkeeping entry can be ^aid to have 
resulted in negative income which is not taxable. Ker - 
baugh-Empire Co. v. Bowers, 300 Fed. 938. j 

i 

III (a). It is true where the accrual basis of accounting 
is used items of income must be reported at the time they 
accrue without regard to the time they are paid. 


19 



As the record shows, these wages were not paid in 1921 
nor were they paid during the year 1924, the year in¬ 
volved in these proceedings. In that year Peti¬ 
tioner transferred to Profit and Loss its liability 
for wages unpaid which were incurred and accrued in 
1921 by debiting its liability account “Pay Rolls” and 
crediting its reserve account “Profit and Loss.” The 
Board has not only found as a fact that this bookkeeping 
transaction was not considered by Petitioner as extin¬ 
guishing its liability but it has also found as a fact that it 
has always been the consistent practice of Petitioner to 
consider all items of unclaimed wages as definite liabilities 
and to pay the employees to whom said wages are due as 
and when called for, without consideration of any statu¬ 
tory period of limitation. (R. 8.) 

It is conceded that under sections 232 and 212 (b) of 
the Revenue Act of 1924 hereinbefore set out, where the 
accrual basis of accounting is used, items of “income” 
must be included in “gross income” for the year in which 
they “accrue” to the taxpayer without regard to the time 
when they are paid. Clarence Schock Appeal , 1 B. T. 
A. 528; S. W. Harris , 2 B. T. A. 933; Miamus Motor 
Works , 5 B. T. A. 435. 

Ill (b). But merely because Petitioner kept its books 
upon the accrual basis does not justify a holding that the 
entry in question constituted an “accrual” of taxable 
income. In order to constitute an “Accrual” of “Income” 
within the meaning of the statute a valid right thereto 
must have become vested in petitioner. 

In L. 0. 1086, June , 1922, p. 87, the question for de¬ 
termination was whether certain railroads paid back 
mail pay awarded by the Interstate Commerce Commis- 
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sion after hearing in 1921 should report it as income for 
that year or for the years in which earned. In the course 
of his opinion the Solicitor said: 

“Treasury Decision 2433 permitted corporations 
to accrue income in the taxable year for iwhich the 
return was made, provided such incomes were fixed 
and determinable sources accruing to the corpora¬ 
tions. It is clear, then, that in order to be accruable 
in the taxable year for which a return is made, a 
valid right to income must have arisen or existed 
in that year, which is enforceable on the date the 
income is due. If, however, the right to an amount 
is contingent upon the happening of so^ie future 
event, there is no certainty that it will be paid or 
will accrue. In this event no income accrues from 
a fixed and determinable source, and no right to any¬ 
thing arises or exists in the taxable year iwhich can 
be accounted for as income under any system of ac¬ 
counting. * * * Until this decision (that of the 

Interstate Commerce Commission) was! rendered 
there was no liability on the part of the Government 
to pay and no right in the railroad mail carriers to 
receive, any additional compensation. There was 
during the years 1916 and 1917 neither a vested nor 
a contingent right to the additional compensation 
granted by the Interstate Commerce Commission on 
Dec. 23, 1918, to railroad mail carriers fpr services 
performed in those years. The compensation did 
not, therefore, accrue to the railroad mail carriers 
in 1916 and 1917 nor did there arise or exist during 
this period any right to such compensation which 
could have been used as a basis of an accrual. 
* * *” (Italics supplied.) 

In U. S. v. Yale & Towne Mfg. Co., 269 V. S. 422, 
the Supreme Court, in passing on the question when a 


tax accrues for the purpose of deductions, said, a tax will 
accrue when all events have occurred “which fix the 
amount of the tax and determine the liability of the tax¬ 
payer to pay it” “The same general principles” said the 
Board of Tax Appeals, “are applicable whether we are 
determining the accrual of taxes or the accrual of items 
of income or expense.” Appeal of Sanford & Brooks 
Co., 11 B. T. A. 452. 

As respects income, the “event” undoubtedly is the 
time the claim or right to the income is fixed and de¬ 
termined. Appeal of Clarence Schock, 1 B. T. A. 528. 

It is apparent therefore, under the above decisions, 
that to constitute an accrual of “income” for a taxable 
year, a valid right to the “income” must have arisen or 
existed in that year. It can not seriously be contended 
that such was the case here. Petitioner did not, ipso 
facto, acquire a valid right to the moneys owing by mak¬ 
ing the entry in question. Surely, if no such entry had 
been made there would exist no basis for the Commis¬ 
sioner’s action. And the fact that it was made in no 
wise changed the status of Petitioner’s liability. 

In Appeals of Lane Construction Co.; Richmond 
Light R. R. Co.; Wm. J. Ostheimer, and Robert Al¬ 
ston, supra, the Board held the amounts set up as reserves 
were for liabilities which were uncertain or contingent, 
and hence were not allowable under the law. This ap¬ 
peal presents the converse of these decisions and if 
amounts set up to meet contingent liabilities are not per¬ 
missible to reduce income, certainly the transfer of a fixed 
and determined liability to the reserve account of Profit 
and Loss can not reasonably be said to increase income. 
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It is respectfully submitted that to base the! tax upon 
the assumption that income was in fact realized, actual 
or accrued, by the entries in question, irrespective of 
whether it was or not, is not within the power granted by 
the Sixteenth Amendment; and since this is the only au¬ 
thority under which Congress assumed to act udder Title 
II, the Commissioner and the Board erred in s 6 holding. 
Independent Life Ins. Co. Appeal, — B. T. A.— * 
Assuming that the statutory period of limitation had 
run within which suit could have been institute^ no right 
was vested in the petitioner to defeat a claim to the 
moneys owing. Rights are vested when the right to the 


the prop - 
a present 


enjoyment, present or prospective, has become 
erty of some particular person or persons as 
interest. Cooley Const . him., p. 351; Persall v| Gr. Nor . 
Ry., 161 U. S. 646; 12 C. J. 955. In cases like the present 
the bar of the statute is merely a defense to a personal 
demand which must be specially pleaded to b^ effective. 
The right to the moneys owing, however, remains in the 
employees. 

In the leading case of Campbell v. Holt , 115 U. S. 620, 
after a statute of limitation had run, the Texas Legisla¬ 
ture by statute removed the bar and suit was I thereafter 
instituted on an action which had been previously barred. 
It was contended by the defendant that the right to de¬ 
feat the debt owing was a vested right, so as to; be beyond 
legislative control. In answer to this contention the 
court said: 

i 

“The right does not enter into or become a part 
of the contract. No man promises to pay money 
with any view to being released from that obligation 
by lapse of time. It violates no right of his there- 


* Decided Oct. 4, 1929. 
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fore when the legislature says time shall be no bar 
though such was the law when the contract was 
made. The authorities we have cited especially in 
this country show that no right is destroyed when the 
law restores a remedy which has been lost. * * *” 
(Italics supplied.) 

While it is true the entry in question, standing alone, 
might create the presumption that it was the purpose of 
Petitioner to exercise its right to defeat just debts owing 
employees because of the bar of the statute, this pre¬ 
sumption is completely rebutted by the findings of fact 
that petitioner has always considered such items as 
definite liabilities, has always paid the employees to 
whom wages were due as and when called for and has 
never treated such items as income in its annual reports 
to its stockholders. (R. 8.) In the circumstances, 
even assuming for the purpose of argument a right was 
vested in Petitioner to defeat the claims of its former em¬ 
ployees, it would be a manifest injustice to require Peti¬ 
tioner to pay a tax on the amount here involved. Two 
maxims to be observed in the construction of taxing stat¬ 
utes, are, first that they are to be construed liberally in 
favor of the taxpayer and against the Government. 
Bowers v. N. Y . Lighterage Co., 273 U. S. 346; second, 
that the courts should avoid a construction of a law 
which will make it operate with palpable injustice. 
Knowlton v. Moore, 178 U. S. 41. Liberally construed 
the statute does not sustain the decision of the Board of 
Tax Appeals, which ruling not only is unjust to Peti¬ 
tioner under the facts, but brings into question the con¬ 
stitutionality of the Act. It is the duty of the court 
wherever possible to avoid that construction which will 
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raise a grave doubt as to the constitutionality of a law. 
U. S. v. D. & H . Ry ., 275 U. 5. 566. | 

IV. A book entry can no more extinguish a liability 
than it can create income. 

The mere fact that an entry is made accruing an item 
as income does not ipso facto make it “income” within 
the meaning of the taxing statutes. If the entry conflicts 
with the actual facts it must be ignored. This has been 
decided many times by the courts. Doyle v] Mitchell 
Bros., 247 U. S. 179, and other cases cited, supra, p. 9. 

i 

A number of cases have arisen before the Board and 
the Bureau involving the question whether entries made 
constituted income within the meaning of sec. 213. We 
respectfully submit that a review of these decisions will 
demonstrate that the Board has failed to apply the prin¬ 
ciples established by them to the fact in the instant case. 

In 0. D . 1034, C. B., 1921, p. 277, a corporation filed 
a return for 1920 showing a loss of 2x dollars. At the 
close of the taxable year the corporation owed its officers 
4x dollars, which it was unable to pay. A total of 3x 
dollars was waived by the three officers. This amount 
was credited to surplus in January, 1921, thus wiping 
out the deficit which existed at the close of 1920. While 
this book entry was actually made in 1921, it was con¬ 
tended by the Unit that it was really an offset to the 
losses for 1920, and if so regarded the corporation would 
show a credit balance for that year of x dollars. It was 
held, however, that 

i 

I 

“* * * the amounts waived by the officers did 
not constitute income to the corporation. Such 
amounts are paid in surplus and should be so treated 


i 


I 
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in making a return for the year 1921. Therefore 
no amended return is required for 1920. This rul¬ 
ing is based upon the principle that there was in fact 
a valid obligation on the part of the corporation to 
pay the amounts waived by the officers.” (Italics 
supplied.) 

It will be observed that but for the deductions claimed 
for salaries in 1920 the taxpayer would have had a net 
taxable income. Still the Bureau held the amounts 
waived in 1921 should be treated as “paid in surplus” 
and not as taxable income. In the instant case there has 
been no such waiver but merely a bookkeeping entry— 
nothing more. 

In Great Northern Ry. Co. Appeal, 8 B. T. A. 225, 
the Board held that the mere entry on the books of the 
company of interest due on obligations of subsidiaries 
owned by it did not constitute taxable income. That 
under either method of accounting in use, the taxpayer 
must have before him “some definitely ascertained item 
of income to record before it can be reported and if a 
given transaction does not correspond to the definition of 
income, then there is no income to record whether the 
taxpayer keeps its books on a cash or an accrual basis” 
It was further stated that to report the interest due as an 
accrual “would have given to its stockholders and the 
public a false idea of its income.” We are unable to 
see how, in principle, this case differs from the instant 
appeal. 

What seems to us a close analogy to the instant case is 
the method of handling “bad debts.” It is true, of course, 
that the “bad debt” case involves an asset item of a credi¬ 
tor whereas in the instant case a liability item of a debtor 
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is involved, but the effect of the entries upon “surplus” 
is the same in both cases. In interpreting what shall con¬ 
stitute “gross income” within the meaning of sec. 213 of 
the Revenue Act of 1924, Art. SO of Regulations 65 
provides: 

i 

“ * * * Bad debts or accounts charged off 

subsequent to March 1, 1913, because qf the fact 
that they were determined to be worthless, which 
are subsequently recovered, whether or not by suit, 
constitute income for the year in which! recovered, 
regardless of the date when the amounts were 
charged off ” (Italics supplied.) 

i 

i 

I 

A case arising under a similar article for thq year 1919 
is reported in C. B.,June, 1925, at page 129 ($. R . 2940). 
In that case it appears taxpayer made certaijn advances 
to its agents. During the year 1917 a considerable sum 
of these advances was charged off but not claimed as a 
deduction for that year in taxpayer’s return because tax¬ 
payer had an operating loss without the deduction. In 
auditing the return the Unit ruled that the amount 
charged off was a proper deduction and increased the 
loss reported by taxpayer. During 1919 taxpayer found 
that x dollars of the amount previously charged off was 
good and would be collected. It thereupon restored the 
amount to its books. No return of this amount was made 

i 

as income. The Unit held that it should have been 
reported as income. Taxpayer contended that it at no 
time had advantage of the charge off in 1917 and that 
the amount when restored did not affect its surplus, and 
since no benefit was derived from the charge off in 1917 
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the amount did not represent taxable income when re¬ 
stored. The Solicitor ruled, however, that 

“ * * * after careful consideration of all the 

facts in the case, this office concludes that the mere 
restoration of the accounts to the books of the tax¬ 
payer was not sufficient to constitute income. The 
amounts written off and allowable as a deduction 
should, however, be treated as income for the year 
in which actually recovered, in accordance with 
article 52 of Reg. 45, Art. 51, Reg. 62 and Art. 50, 
Reg. 65. * * *” (Italics supplied.) 

In Huning Mercantile Co. Appeal, 1. B. T. A. 130, 
it appears on May, 1, 1915, one Logan was indebted to 
taxpayer in the amount of approximately $300. Addi¬ 
tional credits were extended to him so that in March, 
1919, he owed taxpayer $1,900. Logan thereupon exe¬ 
cuted a 90-day note secured by second mortgage on cer¬ 
tain property. No interest was ever paid on the note and 
the security was insufficient to cover the first mortgage. 
For some years prior to the year in question it had been 
the practice of taxpayer to charge off at the close of its 
fiscal year all debts ascertained to be worthless during 
the year. Then upon opening its books for the next 
fiscal year these receivables so charged off were returned 
to the books as a memorandum entry, and at the close of 
the ensuing year, if they had not been collected, they 
were charged off again. At the close of 1920, Logan’s 
debt was ascertained to be worthless and charged off and 
deducted from the return for that year. Upon opening 
the books for the fiscal year 1921, taxpayer again entered 
this item and at the close of that year this entry was off- 
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set by a similar entry to that existing at the close of 
1920. Upon examination of the books of account in 1923 
the revenue agent disallowed the deduction for 1920 but 
allowed it for 1921. In holding that the Petitioner was 
entitled to the deduction in 1920 the Board said: 


“ * * * It is apparent that the Logan note was 
uncollectible in the fiscal year 1920 and at!all times 
thereafter, and that the taxpayer was justified in as¬ 
certaining it to be worthless and in charging it off 
in that year as a bad debt. We are of opinion that 
the subsequent carrying of this item on the books 
for memorandum purposes, while not good account¬ 
ing, does not justify the restoration of this debt, 
which was undoubtedly worthless, to incopie. Books 
of account are maintained to reflect the true condi¬ 
tion of the taxpayer’s affairs and to assist the Govern¬ 
ment in ascertaining true net income for 1 taxation . 
When they do not do so they should bind rieither the 
Government nor the taxpayer . In determining net 
income for purposes of taxation the actual facts and 
circumstances control.” (Italics suppliecl.) 

i 

Where therefore a debt arising before or after March 
1, 1913, is determined by the creditor to be worthless in 
any year after March 1, 1913, and is charged off, it is 
allowable as a deduction in that year. And upder S. R. 
2940 and in principle the Huning Mercantile Co. Ap¬ 
peal, supra, the creditor is neither required norf permitted 
to report this item as income for any subsequent year, no 
matter how confident he is of recovery therein), unless and 
until it is actually collected. And if he evidences his con¬ 
fidence that the item will be collected during the year by 
restoring it to his books, even though his boofts are kept 



i 

i 
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upon the accrual basis, it is nevertheless held that no tax¬ 
able income results . 

Section 214 (a) (7) of the 1921 Act permits a deduc¬ 
tion from “gross income” of a debt “ascertained to be 
worthless and charged off within the taxable year.” That 
section likewise allows as a deduction from “gross 
income” all necessary and ordinary expenses incurred 
during the taxable year. 

Applying the bad debt analogy, let us assume that prior 
to 1921 Y was indebted to X, and in 1921 X ascer¬ 
tained the debt to be worthless and charged it off. 
Suppose further that in 1924 X determined the debt to 
be collectible and restores the account to his books by a 
debit to Accounts Receivable and a credit to Profit and 
Loss or Surplus, thereby increasing his asset account, 
Accounts Receivable, and the Surplus account . Under 
the rulings of the Commissioner and the decisions of the 
Board, this book entry would not result in increasing the 
taxable income X for tht year 1924. It is only when 
the money is actually received that it must be reported as 
income. 

In the instant case there is probably no dispute but 
that the deduction was properly taken under the law and 
regulations in force in 1921 as an expense incurred for 
services actually rendered. In 1924 Petitioner did not 
determine it would not have to pay its indebtedness 
because that liability admittedly still existed but did 
transfer the liability from its “Pay Rolls” account to its 
surplus account “Profit & Loss” by a debit to the former 
and a credit to the latter. Following is a graphic com¬ 
parison of the two transactions: 
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BOOKS KEPT UPON ACCRUAL BASIS 


X 

1921 

Income _$1,000.00 

Bad debt determined 
to be worthless 
and charged off- 500.00 


PETITIONEk 

1921 

i 

Income before deJ 
ducting unclaimed 

wages ___;$ 1,000.00 

Wages accrued__ 500.00 


Taxable income_.$ 500.00 
1924 

Surplus Jan. 1, 

1924 __$5,000.00 

Income during year 
(net) $1,000.00 
Bad debt 
restored 
by credit 
to sur¬ 
plus _$ 500.00 

-$1,500.00 


Taxable income $ 500.00 
1924 | 

Surplus Jan. 1, 

1924 _j$5,000.00 

Income dur¬ 
ing year 
(net) $1,000.00 
Unpaid wages 
transferred 
to sur¬ 
plus _$ 500.00 

--$1,500.00 


| $6,500.00 

Held entire $1,500.00 tax¬ 
able in 1924 upon ground that 
unpaid wages were accrued 
and deducted in previous year. 


$6,500.00 

Held only $1,000.00 tax¬ 
able in 1924 as restoration of 
debt to books did not result 
in taxable income even though 
deducted in previous year. 

In both cases the entry resulted in an improvement of 
the taxpayer’s balance sheet. 

It is, of course, true that the unclaimed wages may 
never be paid. But it is likewise true the bad debt may 
never be collected; and if the entry made by Xj the credi¬ 
tor, restoring to his books an asset written off does not 
constitute an accrual of taxable income within, the mean¬ 
ing of sec. 213 a fortiori ^neither did the entry of Petitioner 
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a debtor, transferring an existing liability to Profit and 
Loss. In the bad debt case payment (without resort to 
the courts) is dependent upon the capacity and willing¬ 
ness of the debtor. In the instant case it is dependent 
merely upon claim being made by the creditor—the em¬ 
ployee. It is a fact too well-known to require elaboration 
that a creditor is more likely to demand payment than 
that the debtor will make payment, even though demand 
be made. And it is accordingly more reasonable to expect 
that Petitioner will pay its employees than that Y will pay 
his debt to X, because mere demand of the employee will 
ensure payment by Petitioner as the capacity and will- 
ingness to pay exists. But while X may demand payment, 
the capacity and willingness to pay on the part of Y may 
never exist. This is probably the basis for the rule ap¬ 
plied in the case of bad debts. If it is sound in that type 
of case, it is no less a sound rule to be applied in the case 
at bar. 

The Board has likewise held that the creation of a 
contingent reserve to meet damage claims, etc., can 
not be used to reduce taxable income. Appeal of Lane 
Constr. Co., 4 B. T. A. 1133; Wm. J. Ostheimer, 1 
B. T. A. 18; Robert Alston , 4 B. T. A. 1159; Richmond 
Light & R. R. Co., 4 B. T. A. 91. Manifestly, if the 
creation of a contingent reserve is not permissible to 
reduce taxable income, a book entry transferring a definite 
and fixed liability—not contingent—to surplus can not 
increase taxable income. 

Another case which seems to us to be in close analogy 
to the present appeal is the Appeal of Standard Refrac¬ 
tories Co., 6 B. T. A. 24. Prior to 1919 under an 
accounting practice consistently adhered to, Petitioner 
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had charged to expenses all purchases of spare parts for 
the repair of its plant equipment. In 1919 a change in 
the method of accounting for supplies of this nature was 
adopted, which contemplated that purchases should 
thereafter be charged to inventory account and written 
off to expense only as the supplies were withdrawn 
from stores and actually used. To correct the (account¬ 
ing records so that they would conform to this new 
practice, Petitioner inventoried all supplies of this nature 
on hand January 31, 1919, all of which had been 
previously charged to expense, and by a journal entry 
of that date recorded the cost thereof of some $10,000 on 
its books by charges to inventory accounts and a credit 
to surplus. The Commissioner held the entir^ amount 
was “income” for the year 1919. The Board! reversed 
this ruling and in doing so said: 


“The issue is not a difficult one and is easily dis¬ 
posed of. Obviously the petitioner could not realize 
any income from a mere book entry recording in its 
accounts the cost of supplies on hand which had been 
purchased in prior years and charged to expense in 
those years. The income for the year 1919 wias not 
affected in the least by this entry. Its sole purpose 
was to bring the books of account into conformity 
with the new system of accounting for spare parts. 
No part of the item in question constitutes income 
for the year 1919.” (Italics supplied.) 


This ruling of the Board applies with equal force to 
the issue here presented. In the Standard case property 
was purchased. In this appeal labor was purchased. In 


both cases the cost thereof was claimed as a deduction. 


In 1919 the Standard Company made a bdok entry 


i 
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increasing its asset account Inventory and correspond¬ 
ingly increasing its reserve account Surplus. In the 
instant case Petitioner made an entry decreasing a liabil¬ 
ity account and increasing, Profit & Loss, a reserve 
account. The net result of both cases was an increase in 
surplus without changing taxpayer s actual status . 

We are unable to distinguish the two cases in principle. 
Certainly if the entry was not taxable in the Standard 
case it is not in the instant case. To so hold, it is sub¬ 
mitted, would produce injustice by the unequal opera¬ 
tion of the statute, and nothing but clear and unmistak¬ 
able language will warrant such a construction. Lion- 
berger v. Rouse, 9 Wall. 476; 1 Fed. Stat. Ann. (2d Ed.), 
p. 95. Tax laws should not be construed as requiring 
anyone to contribute more than his just share of the pub¬ 
lic burdens in the absence of an express declaration to 
that effect. ( Ibid .) 

Appeal of Chicago, Rock Island & Pacific R. R. Co., 
13 B. T. A. 988. 

It will be noted the Board of Tax Appeals relies upon 
its opinion in the Appeal of Chicago, Rock Island & 
Pacific R. R. Co., 13 B. T. A. 988 to support its decision 
in the instant case. The issue here involved was only one 
of a number raised in that case, the opinion and findings 
of fact comprising some forty pages. For the convenience 
of the court that portion of the opinion bearing on the 
issue here presented (appearing at pages 1022-23) is 
quoted in full in the appendix of this brief, (p. 44.) 

The court will observe from a reading of the opinion 
in the Rock Island case that while the Board stated “it 
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is undisputed that in a strict legal sense petitioner has 
not derived income” and that “bookkeeping entries do 
not constitute income” it brushed aside these definite rules 
laid down by the Supreme Court and justified its action 
in sustaining the Commissioner’s ruling upon the fol¬ 
lowing grounds: 


(1) That Petitioner did not claim the deductions, 
theretofore allowed, should be restored to taxable 
income for the earlier years; and that petitioner fur¬ 
ther has advanced no suggestion as to when, if ever, 
any adjustment should be made for the checks un¬ 
cashed. 

(2) That its decision was pursuaded by the “sys¬ 
tem of accounting long in use, recognized as good 
accounting, and required by the Interstate Com¬ 
merce Commission, and which, under b.11 the facts 
at hand, resulted in the reflection of true income for 
the several years.” “We should be very cautious in 
disturbing such a consistent practice 'pursued by 
petitioner and one having the sanction of the Inter¬ 
state Commerce Commission.” 

i 

(1) In answer to the first reason assigned, we respect¬ 
fully suggest to the court that the deduction was origi¬ 
nally made under specific statutory authority, just as bad 
debts are permitted to be deducted. The status of Peti¬ 
tioner (in our judgment) surely is stronger‘than that of 
a taxpayer keeping its books upon the accrual basis which 
charges off a debt as bad during a taxable year and 
thereby reduces its taxable income. As hereinbefore 
pointed out the Board has held that the act of a creditor 
in restoring the “bad debt” to his books as ah asset, does 
not result in taxable income. Nor is petitioner in any 
different position, in principle, than the Miyer Jewelry 
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Co., Standard Refractory Co., and similar cases herein¬ 
before cited. We also submit that if, as it has 
been frequently held, forgiveness of a debt, in 
whole or in part, and liquidation of a debt by 
payment of a smaller amount due to reduction of ex¬ 
change value, do not result in taxable income, it should 
require no argument to support the proposition that no 
taxable income “accrues” to a debtor within the meaning 
of the Sixteenth Amendment and the revenue laws by 
a mere book entry ostensibly wiping out a definite and 
fixed liability, without the consent of the creditor. Im¬ 
provement of the balance sheet by wiping out an existing 
liability by book entry can no more produce taxable in¬ 
come than can an increase in value of capital invest¬ 
ment. The finding of fact that Petitioner did not con¬ 
sider its liability extinguished and recognized it as defi¬ 
nite and fixed, rebuts any such presumption which the 
entry might create or give rise to. 

It seems to us this particular reason of the Board is 
decisively answered by the Supreme Court and itself. 

“The income tax laws,” says the Supreme Court in 
the recent case of Weiss v. Wiener, — U. S. — (de¬ 
cided April 12, 1929) “do not profess to embody perfect 
economic theory. They ignore some things that either 
a theorist or a business man would take into account in 
determining the pecuniary condition of the taxpayer.” 

“In our system of Federal taxation,” said the Board in 
Appeal of Sanford & Brooks,supra,“an accounting period 
of one year has been prescribed as the basis for reporting 
income for taxpayers and each taxable period stands alone 
with items of income and deductions determined in the 
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light of events and circumstances' transpiring within that 
year ” (See also U. S. v. Yale & Towne, supra.) 

Considering each year separately, as we must, it is 
obvious that the deductions taken in 1921 were entirely 
legal and proper “in the light of the events and circum¬ 
stances transpiring within that year.” The ljabor had 
been performed, the liability to pay had accrued, and 
as Petitioner kept its books upon the accrual basis, it was 
not only authorized but it was required to deduct the lia¬ 
bility incurred as an expense accrued during that year. 
{Supra, page 9.) 

During 1924 Petitioner’s liability was not extinguished. 
Because the indebtedness had not been paid byjthat time 
is surely no ground for requiring Petitioner to| report it 
as an accrual of “income” merely because the |item had 
been previously claimed as a deduction. To do 1 so would 
not only violate the rule above laid down, bpt it also 
would violate the positive rule laid down by thej Supreme 
Court that neither income nor expense may be properly 
accrued until it has become “fixed and determined.” 

(2) A careful reading of the opinion in the Rock 
Island case discloses that the Board has held the book 
entry in question resulted in an accrual of taxable income 
and supports its erroneous conclusion by the general 
statement that it should be “very cautious in disturbing 
such a consistent practice pursued by petitioner and one 
having the sanction of the Interstate Commerce Com¬ 
mission.” The Board ignored or failed to give any 
weight whatever to the conceded law 

(a) that book entries can not be used to increase or 

decrease income. 

(b) That in a strict legal sense, petitioner derived 

no income. 
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(c) That taxing statutes are to be liberally construed 
in favor of taxpayers and against the govern¬ 
ment; 

and to its own finding of the fundamental fact that the 
item involved never has been treated or considered as 
“income” upon the books of the company or in its reports 
to stockholders. We also submit the record does not 
show the petitioner was required to report or treat the 
item as income by the accounting regulations of the In¬ 
terstate Commerce Commission. Those regulations 
merely require that where a liability for unclaimed wages 
is cancelled by a railroad company, it should be trans¬ 
ferred to the credit of Miscellaneous Credits, a sub¬ 
account of Profit and Loss. 1 

Of course, all that resulted from the entry was a de¬ 
crease in liability. This improvement in Petitioner’s 
balance sheet was not income. To base a tax upon the 
assumption that income was in fact realized, actual or 
accrued, as a result of the entry in question irrespective 
of whether it was or not, transcends the power granted by 
the 16th amendment, and since this is the only authority 
under which Congress assumed to act under Title II the 
Board erred in sustaining the commissioner. Independent 
Life Ins. Co., Com., supra. 

The Board apparently cites as authority for its con¬ 
clusion the cases of Yale & Towne Mfg. Co. v. U. S., 269 
U. S. 422 and American National Co. v. U. S., 274 U. S. 
99. It is respectfully submitted neither of these cases is 
authority for the conclusion reached. Rather they are 
authority in support of the contention of Petitioner. 

____ i 

1 See “Classification of Income, Profit & Loss and General Balance 
Sheet Accounts for Steam Railroads” as prescribed by the Interstate 
Commerce Commission, effective July 1, 1914, Supt. Documents No. I. C. 
1, Ste. 15; 914. 
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In the Yale & Towne case the question involved was 
when a munitions tax accrued for the purposes of deduc¬ 
tion in ascertaining taxable income. The tax was 
levied on income for 1916 derived from sale of 
munitions but was not due and payable until 1917. 
The court held that while in a technical sensb a tax does 
not accrue until it becomes due and payable, in the 
economic and bookkeeping sense, with which the statute 
was concerned, the tax accrued when u all the events 
occurred which fixed the amount of the tax and deter- 
mined the liability of the taxpayer to pay it” \ The Board 
of Tax Appeals, following this decision in Sanford & 
Brooks Co. Appeal, supra, said: “The same general prin¬ 
ciples are applicable whether we are determining the 
accrual of taxes or the accrual of items of| income or 
expense.” 

American National Co. v. U. S., likewise arose under 
the 1916 act and involved an interpretation of sec. 13 (d) 
of that act in nature similar to sec. 212 (b) of the 1924 
act. The Commission had ruled that undbr this pro¬ 
vision corporations could accrue on their books amounts 
to meet fixed annual or other charges and deduct from 
their gross income the amounts so accrued “provided such 
accruals approximate as nearly as possible! the actual 
liabilities for which the accruals are made ai^d provided 
that in cases where deductions are made on the accrual 
basis as hereinbefore indicated the income from fixed 
and determinable sources accruing to the corporation 
must be returned, for the purpose of the tax, on the same 
basis * * | 

i 

Taxpayer was engaged in the business of making loans 
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secured by mortgages. The borrower gave his note for 
five years at 5% with the privilege of curtailing after 
two years. In addition he gave his two-year note for 
10% of the loan representing the taxpayer’s commission. 
As an inducement to investors taxpayer agreed to give all 
purchasers a bonus of 1% per annum to the maturity of 
the note. It entered on its books and returned as income 
the full amount of the commision notes received and 
charged on its books and claimed as a deduction in its 
income tax return the full amount of bonus contracts 
entered into. Under its practice if a note 'was paid before 
maturity the difference between the amount of the bonus 
contract and payments made was credited back to Profit 

Loss and treated as income for the year in which the 
notes were paid. 

The Commissioner ruled that only so much of the inter¬ 
est due under the bonus contracts for the year involved 
constituted a proper deduction for that year and that the 
method of accounting employed by taxpayer did not 
reflect its true income. The court held 

“The method which it adopted clearly reflected 
true income. And, just as the aggregate amount of 
the commission note was properly included in its 
gross income for the year—although not due and 
payable until the expiration of two years—so, under 
the doctrine of the Anderson case (Yale & Towne) 
the total amount of the bonus contracts were deduc¬ 
tible as an expense incurred within the year, although 
it did not ‘accrue’ in that year in the sense of becom¬ 
ing then due and payable.” 

In both of the above cases, therefore, it will be observed 
the question was, when does an item of expense accrue? 


40 


! 

! 

| 

i 


The court held the item involved was a proper deduction 
for the year in which it was accrued on the books—not 
because it was formally accrued on the books,! but rather 
because, as stated in the Yale & Towne ca^e, “all the 
events had occurred which fixed the amount! of the tax 
and determined the liability of the taxpayer to pay it.” 

In the Yale & Towne case the munitions tax was 
levied on income derived from sale of munitions manu¬ 
factured. The income therefrom was definitely ascer¬ 
tained during the year and consequently tile “event” 
occurred during the year which fixed the amount of the 
tax and determined the liability of the taxpayer to pay. 
In the American National case the liability bf the tax¬ 
payer to pay was fixed and determined when! the bonus 
contract was entered into. 

The court’s particular attention is directed tp the state¬ 
ment of the court in the latter case wherein it was said 
that if a mortgage note was paid before maturity it was 
the practice of taxpayer to credit the difference between 
the amount of the bonus contract and the amount paid 
(theretofore claimed as a deduction) to Profit and Loss 
and report the same as income for the year in which the 
note was paid and the entry made. If any analogy exists 
between the instant case and the American National case 
it is with respect to these latter facts. Thi|s practice, 
apparently approved by the court, was entirely consistent 
with the court’s opinion in both cases as the debit to the 
liability account of “bonus contracts” or similar account 
and credit to Profit and Loss, wiping off thd books the 
liability to the investor, was merely the recordation of a 
definitely determined fact—namely the extinguishment 

| 
i 

i 

i 
! 
i 


i 


41 


of taxpayer’s liability to the investor, which was, in fact, 
definitely extinguished when the mortgage note was paid. 
In the instant case, the entry made was not the recorda¬ 
tion of a fact, namely, the definite extinguishment of the 
liability, because that liability still existed. As the entry 
was unsupported by the facts, it must, of course, be 
ignored. 

CONCLUSION 

In the last analysis, however, it is respectfully sub¬ 
mitted that the correct solution of the question is to be 
predicated not upon the method of accounting for a par¬ 
ticular item adopted or employed by taxpayer, but rather 
upon the broad ground whether the item involved consti¬ 
tuted an accrual of taxable “income” with the meaning of 
the Constitution and the Revenue Laws, enacted pursuant 
thereto. It is conceded by the Board that “in a strict legal 
sense, petitioner has not derived “income.” It is also con¬ 
ceded that “bookkeeping entries do not constitute in¬ 
come.” 

Considered from a bookkeeping standpoint, it is obvi¬ 
ous that the liability of Petitioner had not been extin¬ 
guished when the entry was made in 1924 and this is at 
least tacitly conceded by the Board. Unless and until 
that liability has been in fact extinguished, i. e., until 
all the events have occurred which fix and determine 
the rights of Petitioner with respect to the liability, the 
Commissioner is powerless to require Petitioner to report 
the item as taxable “income” because no income can rea¬ 
sonably be said to have “accrued” within the meaning of 
the Sixteenth Amendment and the Revenue Laws, no 
matter what book entries may have been made. 
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It is respectfully submitted, therefore, that; the book 
entry transferring the liability for unclaimed wages 
from the Pay Roll account to the reserve account of 
Profit and Loss, under the facts in this casd, did not 
result in the “accrual” of taxable “income” within the 

t 

meaning of that word as used in the Sixteenth Amend¬ 
ment and the revenue laws enacted pursuant thereto; and 
that the decision of the Board of Tax Appeals should 
be reversed. 

Respectfully submitted, 

Robert R. Faulkner, 

Union Trust Bldg., 
Washington, D. C. 

Carl H. Davis, j 
Wilmington, N. |C., 

Attorneys for Petitioner. 

November 4, 1929. 
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APPENDIX 

EXCERPT FROM OPINION OF BOARD OF TAX APPEALS IN 
CHICAGO, ROCK ISLAND & PACIFIC R. R. V. COMMISSIONER 

13 B. T. A. 988 (p. 1022-3): 

Issue '7. During each of the years in question 
petitioner credited to profit and loss pay checks, 
checks or vouchers in payment of loss and damage 
claims, pay rolls, and for various other ordinary and 
necessary expenses which had in previous years been 
issued and had not for a period of two years been 
presented for payment. The checks when issued 
were charged out to operating expenses, deducted 
and allowed as a deduction by respondent in the 
determination of taxable income. Petitioner allowed 
two years to intervene and if the checks had not 
been presented for payment it credited the same to 
profit and loss. Respondent in auditing the returns 
added such sums to income. 

Petitioner does not claim that the deductions 
theretofore allowed by reason of these checks should 
be restored to taxable net income for the earlier 
years, but desires to retain the benefit of the same. 
Neither has petitioner advanced any suggestions as 
to when, if ever, any adjustment should be made for 
the checks uncashed. We assume it to be the posi¬ 
tion of petitioner that such adjustment would never 
be made. Section 13 (d) of the Revenue Act of 
1916 and section 212 of the Revenue Act of 1918 
provide a latitude as to the manner in which books 
of account may be kept in order to reflect taxable 
income. The books of petitioner were kept and 
maintained on the accrual basis during all of the 
years in question and pursuant to the sections of the 
statutes aforesaid. It was permitted to deduct ex¬ 
penses for which checks were issued regardless of 
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the date of the cashing of the checks by| the parties 
to whom issued. After two years had elapsed, the 
checks were credited to a profit and loss account. 
Petitioner followed this course in order that its 
books of account might reflect a true add accurate 
state of affairs. The Interstate Commerce Commis¬ 
sion authorized and required such procedure. So 
far as we are advised this has been the uniform and 
consistent practice of petitioner in treating such 
items. If subsequent events, due to the failure to 
cash the checks show such charges to have been in 
error, petitioner restored the same to income, thus 
correcting what had been theretofore! eliminated 
therefrom. We should be very cautious! in disturb¬ 
ing such a consistent practice pursued by petitioner 
and one having the sanction of the Interstate Com¬ 
merce Commission. Any large business! enterprise, 
especially a common carrier, should adjust its 
income accounts so as to be an accurate reflection of 
income. 

It is undisputed that in a strict legal sense, peti¬ 
tioner has not derived income. Eisner v. Macomber . 
252 U. S. 189. As a basis, however, fojr the deter¬ 
mination of taxable income and based upon the 
actualities of an ever recurring situation^ it must be 
held that the treatment by petitioner in charging the 
amounts here in question to profit and loss has the 
sanction of common sense and may thus enter into 
the computation of taxable income for the years in 
question. Cf. Yale & Towne Manufacturing Co. 
v. United States, 269 U. S. 422, and American 
National Co. v. United States, 274 U. S.; 99. 

Petitioner also submits that if, after tvyo years, the 
person to whom the checks were issued submits them 
for payment, they are honored. The system of ac¬ 
counting employed by petitioner will logically take 
care of this situation and the respondentfagrees that 
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there would thus arise a deduction from income on 
account thereof. It is also significant to note that in 
the years before us none of the checks of the char¬ 
acter above referred to are in question. In reaching 
our conclusion, we have not failed to take into con¬ 
sideration the fact that bookkeeping entries do not 
constitute income. Doyle v. Mitchell Bros. Co., 247 
U. S. 179. Rather are we persuaded by a system 
of accounting long in use, recognized as good ac¬ 
counting and required by the Interstate Commerce 
Commission, and which, under all the facts at hand, 
resulted in the reflection of true income for the 
several years. 

Petitioner cites in support of its position the deci¬ 
sion of the United States Supreme Court in Bowers 
v. Kerbaugh-Empire Co., 271 U. S. 170. The case 
at bar is distinguishable. We are not here concerned 
with a single isolated transaction, but with an ever 
recurring one in the business of petitioner, the net 
result of which is not a loss, but, from a practical 
viewpoint, is a definte gain. Respondent was not in 
error in adding the amounts in controversy to tax¬ 
able income. 
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No. 5074 

C H ARLESTON & WESTERN CAROLINA RAILWAY Co., 

appellant 

v . 

I 

Commissioner of Internal Revenue 


APPEAL FROM THE BOARD OF TAX APPEALS 


BRIEF OH BEHALF OF THE COMMISSIONER OF INTERNAL 

REVENUE 


PREVIOUS OPINION 


! 


The only previous opinion in the present case 
is that of the United States Board of Tax Appeals 
(R. 7-9), which is reported in 17 B. T. A-1569. 

i 
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JURISDICTION 

■ 

This case involves income taxes of the Charleston 
& Western Carolina Railway Company! for the 
calendar year 1924 in the amount of $55.13, and 
is taken from a decision (order of redetermina¬ 
tion) of the United States Board of Tax Appeals 


i 
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entered September 27, 1929. (R. 9.) The case is 

brought to this Court by petition for review filed 
October 11, 1929 (R. 11-14), pursuant to the pro¬ 
visions of Sections 1001, 1002, and 1003 of the 
Revenue Act of 1926, e. 27, 44 Stat. 9, 109,110. 

QUESTION’ PRESENTED 

When the taxpayer keeps books upon the accrual 
basis, does the amount of a credit to “Profit & Loss’ 7 
account in 1924 covering unclaimed and unpaid 
wages which had been accrued and deducted from 
gross income in 1921 represent taxable income for 
the year 1924 ? 

STATUTES AND REGULATIONS INVOLVED 

Revenue Act of 1924, e. 234, 43 Stat. 253: 

Sec. 212. (b) The net income shall be 
computed upon the basis of the taxpayer’s 
annual accounting period (fiscal year or cal¬ 
endar year, as the case may be) in accord¬ 
ance with the method of accounting regu¬ 
larly employed in keeping the books of such 
taxpayer; but if no such method of account¬ 
ing has been so employed or if the method 
employed does not clearly reflect the income 
the computation shall be made in accordance 
with such method as in the opinion of the 
Commissioner does clearly reflect the in 
come. * * * 

Sec. 213. For the purposes of this title, 
except as otherwise provided in section 233— 
(a) The term “ gross income ” includes 
gains, profits, and income derived from 
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salaries, wages, or compensation f ot personal 
service * * * of whatever kind and in 

i • 

whatever form paid, or from professions, 
vocations, trades, businesses, commerce, or 
sales, or dealings in property, whether real 
or personal, growing out of the ownership 
or use of or interest in such property; also 
from interest, rent, dividends, securities, or 
the transaction of any business carried on 
for gain or profit, or gains or profits and 
income derived from any source Whatever. 
The amount of all such items shall be in¬ 
cluded in the gross income for the taxable 
year in which received by the taxpayer, un¬ 
less, under methods of accounting permitted 
under subdivision (b) of section j 212, any 
such amounts are to be properly Recounted 

for as of a different period. 

* * * * * 

j 

Sec. 232. In the case of a corporation 
subject to the tax imposed by section 230 the 
term “net income” means the gro^s income 
as defined in section 233 less the deductions 
allowed by sections 234 and 206, and the net 
income shall be computed on the same basis 
as is provided in subdivision (b) bf section 

212 or in section 226. * * * j 

Sec. 200. When used in this titles— 

i 

* * * * * 

• i 

_ i 

(d) The terms “paid or incurred” and 
“paid or accrued” shall be construed accord¬ 
ing to the method of accounting upon the 
basis of which the net income is Computed 
under section 212 or 232. The deductions 

i 
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and credits provided for in this title shall be 
tak^n for the taxable year in which “paid or 
accrued ” or “ paid or incurred/’ dependent 
upon the method of accounting upon the 
basis of which the net income is computed 
under section 212 or 232, unless in order to 
clearly reflect the income the deductions or 
credits should be taken as of a different 
period. 

***** 

Treasury Department Regulations 65, promul¬ 
gated under the Revenue Act of 1924: 

Art. 21. Meaning of net income .—The tax 
imposed by the statute is upon income. In 
the computation of the tax various classes 
of income must be considered: ( a ) Income 
(in the broad sense), meaning all wealth 
which flows in to the taxpayer other than as 
a mere return of capital. It includes the 
forms of income specifically described as 
gains and profits, including gains derived 
from the sale or other disposition of capital 
assets. Income can not be determined 
merely by reckoning cash receipts, for the 
statute recognizes as income-determining 
factors other items, among which are inven¬ 
tories, accounts receivable, property exhaus¬ 
tion, and accounts payable for expenses in¬ 
curred. See sections 202-206, 208, 213, and 
214 of the statute. (5) Gross income, mean¬ 
ing income (in the broad sense) less income 
which is by statutory provision or otherwise 
exempt from the tax imposed by the statute. 
See section 213 and articles 71-91. (c) Net 


5 


income, meaning gross income less statutory 
deductions. The statutory deductions are 
in general, though not exclusively, ! expendi¬ 
tures, other than capital expenditures, con¬ 
nected with the production of income. See 
sections 206, 214, and 215 and thb articles 
thereunder. ( d ) Net income less credits. 
See section 216 and articles 301-306. The 
surtax is imposed upon net income j; the nor¬ 
mal tax upon net income less credits. Al¬ 
though taxable net income is a statutory 
conception, it follows, subject to certain mod¬ 
ifications as to exemptions and as jto deduc¬ 
tions for partial losses in some cases, the 
lines of commercial usage. Subject to these 
modifications statutory “net income” is com¬ 
mercial “net income.” This appears from 
the fact that ordinarily it is to be computed 
in accordance with the method of account¬ 
ing regularly employed in keeping! the books 
of the taxpayer. As to the net income of 
corporations see section 232 and article 531. 

Art. 23. Bases of computation.- 1—(1) Ap¬ 
proved standard methods of accounting will 
ordinarily be regarded as clearly! reflecting 
income. A method of accounting will not, 
however, be regarded as clearlyj reflecting 
income unless all items of gross income and 
all deductions are treated with reasonable 
consistency. * * * 

* * * * I * 

i 

(2) The true income, computed under the 
Revenue Act of 1924, and, whefe the tax¬ 
payer keeps books of account, in accordance 
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with the method of accounting regularly em¬ 
ployed in keeping such books (provided the 
method so used is properly applicable in de¬ 
termining the net income of the taxpayer for 
purposes of taxation), shall in all cases be 
entered in the return. * * * 

Art. 24. Methods of accounting .—It is 
recognized that no uniform method of ac¬ 
counting can be prescribed for all taxpayers, 
and the law’ contemplates that each taxpayer 
shall adopt such forms and systems of ac¬ 
counting as are in his judgment best suited * 
to his purpose. Each taxpayer is required 
by law to make a return of his true income. 
He must, therefore, maintain such account¬ 
ing records as will enable him to do so. (See 
section 1002 of the statute and article 
1321.) * * *. 


STATEMENT OF FACTS 

The facts as found by the Board of Tax Appeals 
are as follows (R. 8) : 

The appellant is a corporation organized and ex¬ 
isting under the laws of the State of South Carolina 
and is engaged in intra and interstate commerce. 

During the calendar year 1924 and for years 
prior thereto the appellant’s books were kept upon 
an accrual basis, and it had been its consistent prac¬ 
tice to prepare pay rolls for wages due its em¬ 
ployees from time books or other records. The total 
of such pay rolls was charged to operating expenses 
or other appropriate account and credited to Pay 


7 


! 


i 

i 

i 

i 

i 

i 

i 
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Rolls, a liability account. The Pay Rolls account 
was debited each month with amounts actually paid. 

In December, 1924, an entry was madd on the 
books of appellant debiting Pay Rolls and crediting 

i 

Profit and Loss with $441.05, representing in the 
aggregate various items of wages in the Pay Rolls 

i 

account due employees for the year 1921, which had 
not been paid, but which had been accrued and 
claimed and allowed as a deduction in appellant’s 
income-tax return for the calendar year 1921. This 
credit to Profit and Loss was not treated as income 
in appellant’s annual report to its stockholders, but 
was included in the ledger liability of Profit and 
Loss. 

It has always been the consistent practice of ap¬ 
pellant to consider all items of unclaimed wages as 

l 

a definite liability and to pay the employees to 
whom such wages are due when they are culled for 
without consideration of any statutory period of 
limitation. 

■ 

The Commissioner included in taxable income the 
unclaimed wages which were credited to profit and 
loss in 1924, and the Board of Tax Appeals sus¬ 
tained the Commissioner’s determination! From 
that decision of the Board of Tax Appeals this 
appeal was taken. 

i 

SUMMARY OF ARGUMENT 

In 1921, in computing net income, taxpayer de¬ 
ducted certain accrued liabilities for wages. The 
liabilities were not, in fact, paid, but the accrual of 
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the liability reduced the income available for gen¬ 
eral corporate purposes in that year. In accord¬ 
ance with its accounting practice, taxpayer, in 1924, 
debited its pay-roll account by the amount of the 
wage items originally accrued in 1921, which were 
still unpaid, and the profit and loss account was 
credited with the same amount. The effect of the 

i 

foregoing was to release for general corporate pur¬ 
poses in 1924 the items which had been accrued and 
withdrawn in 1921 but remained as yet unpaid. 
The income which escaped taxation in 1921 because 
of the accrual of liabilities in that vear became tax- 
able in 1924 when the liabilities were charged off. 

i 

In this way income was clearly reflected in a man¬ 
ner consistent with taxpayer’s regular accounting 
practice. The taxation of the income in 1924 is 
therefore in accordance with the requirements of 
Section 212 (b) of the Revenue Act of 1924, supra, 
and is consistent with the views of the Supreme 
Court. 

ARGUMENT 

Items accrued and deducted as expenses in a prior year 
which are released to the general uses of the taxpayer 
in a later year are taxable as income in the later year 

i 

In computing net income for the year 1921 tax¬ 
payer deducted certain accrued liabilities for 
wages. The liabilities were not in fact paid, and, 
in 1924, in accordance with its accounting methods, 
the items were transferred to the profit and loss 
account. (This is in accordance with the account¬ 
ing practice authorized by the Interstate Com- 


was re- 
not and 


merce Commission, and has long been recognized 
as proper. See Chicago, Rock Islmd & Pacific 
Ry. Co. v. Commissioner, 13 B. T. A. 988, 1023.) 

The effect of the foregoing, under taxpayer’s 
accounting methods, is that in 1921 income avail¬ 
able for the general uses of the company 
duced by an accrued liability, which was 
has not been paid. In 1924 the transfer of the 
accrued items to the profit and loss account re¬ 
leased the amount thereof to the general! uses of 
the company and increased its freed assets; 1 for that 
year. Thus, the income which would have been 
taxed in 1921, except for the accrual of offsetting 
liabilities which prevented its free use for general 
corporate purposes, became subject to taxation in 
1924 when restored to general use. The Commis¬ 
sioner, in accordance with the foregoing principle, 
included the released items in gross income for 


1924. 

I 

The action of the Commissioner upon the fore¬ 
going facts is supported by the authorities. In 
Maryland Casualty Co. v. United States, 251 U. S. 
342, the Supreme Court said (p. 352) : 


If, in this case, it were due to an I overesti¬ 
mate of reserves for 1912 with a resulting 
excessive deduction for that year from gross 
income, and if such excess was released to the 
general uses of the company and increased 
its f ree assets in 1913, to that extent it should 
very properly he treated as income in the 
year in which it became so availably, for the 


i 

i 


i 
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reason that in that year, for the first time, 
it became free income, under the system for 
determining net income provided by the 
statute, and the fact that it came into the 
possession of the company in an earlier year 
in which it could be used only in a special 
manner, which permitted it to become non- 
taxable would not prevent its being con¬ 
sidered as received in 1918 for the purposes 
of taxation, within the meaning of the act . 
(Italics supplied.) 

The Supreme Court in analyzing the facts in the 
Maryland Casualty Co . case, supra, came to the 
conclusion that there w^as nothing to show that the 
excess was actually released to the general uses of 
the company in that case. This conclusion did not 
alter the principle, however, and in the present case 
the books of the taxpayer show affirmatively that 
the income was freed for general corporate pur¬ 
poses by a credit to the profit and loss account. 

Again, in American National Co. v. United 
States, 274 U. S. 99,103, the Supreme Court recog¬ 
nized the principle that where an accrued expense 
is deducted in one year, and it is later determined 
that it need not be paid, the amount thereof must 
be included in income in the later year. In that 
case the taxpayer was in the business of negotiating 
mortgage notes. It agreed to pay purchasers of 
the notes annually, during the life of the loan, a 
percentage of the amount of the loan, called a 
bonus, which was accrued as an expense on its books 
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in the year the note was sold, although payable in 
later years. When notes were paid before ma¬ 
turity it credited to profit and loss the difference 
between the amount of the bonus contract land the 
payments that had been made on the contract and 
treated this as income for the year in which the note 
was paid. The accounting practice was approved 
by the Supreme Court. 

The same principle was applied by the Court 
of Claims in the case of Alpha Portland Cement Co. 
v. United States, 67 Ct. Cls., 680. There the taxpay¬ 
er charged purchasers of its cement for bags, the 
charge being in excess of the cost of the bags. 
Upon return of the bags the amount of the charge 
w r as refunded. The court found that theiexperi- 
ence of the trade proved that approximately 90 per 
cent of the bags were returned and held that it was 
proper to treat the profit on the remaining 10 per 
cent as income in accordance with taxpayer’s ac¬ 
counting practice. 

In Great Northern By. Co. v. Lynch (Minn.), 
292 Fed. 903, the amount of certain unpaid obliga¬ 
tions of a corporation, when written off the books, 
because outlawed by the statute of limitations, was 
held to be income under the Corporation Tax Act 
of 1909 in the year in which written off. The word 
“income,” as used in the 1909 Act, has tjie same 
meaning as in the Revenue Act of 1924. See Mer¬ 
chants L. and T. Co. v. Smietanka, 255 TJJ S. 509. 
There have been suggestions that the decision in 


i 


i 



within the meaning of the act, and should he 
accepted us controlling unless such method 
does not clearly reflect the income. And it is 
conceded that the deduction claimed does not 
appear on the books of the petitioner because 
of the method of accounting adopted, and 
that for the same reason an unpaid gain or 
profit would not appear. The method of ac¬ 
counting thus adopted and recognized will he 
of little value to either the taxpayer or the 
government if the former is at liberty to go 
outside of the hooks to show unpaid losses and 
the latter to shoiv uncollected gains or profits. 
We do not think that either course is permis¬ 
sible. The case turns largely upon what is 
meant by the requirement that the method of 
accounting shall clearly reflect the income. 
If this requirement is absolute, it is safe to 
say that books kept on the basis of cash re¬ 
ceived and disbursed will rarely, if ever, 
reflect the true income, because nearly always 
at the end of a tax year accounts due the tax¬ 
payer will remain uncollected and some of 
his own obligations will remain unpaid. But 
we do not think that any such literal con¬ 
struction was contemplated. In our opinion, 
all that is meant is that the books shall be 
kept fairly and honestly; and when so kept 
they reflect the true income of the taxpayer 
within the meaning of the law. In other 
words, the hooks are controlling, unless there 
has been an attempt of some sort to evade 
the tax. This construction may work to the 
disadvantage of the taxpayer or the govern- 


I 
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ment at times, but if followed out consistently 
and honestly year after year, the result in 
the end will approximate equality as nearly 
as we can hope for in the administration of a 
revenue law. (Italics supplied.) 

In the instant case the problems involved in 
Eisner v. Macomber, 252 U. S. 189; Bowers y. Ker- 
baugh-Empire Co., 271 U. S. 170, and other Author¬ 
ities cited by taxpayer are not presented. In 
Eisner v. Macomber, supra, it was held that a mere 
growth or increment of value in a capital invest¬ 
ment is not taxable, even though evidenced by a 
stock dividend. In Bowers v. Kerb an gh -Empire 
Co., supra, the depreciation in the value of Grerman 
marks enabled the taxpayer to repay a loan at a 
figure which, in gold coin of the United States, 
was much less than it had been at the time the 

marks were borrowed. It was held that the dif- 

! 

ference was not taxable as income. In the present 
case, however, we are not dealing with 4 4 negative 
income.” The mere cancellation or paymjent of 
a debt at less than face value is not involved. In 
this case there was income which but for the ac¬ 
crual of liabilities would have been taxable in 1921. 
No new income was received in 1924. The taxation 
of the 1921 income was merely deferred, by Accrued 
but unpaid liabilities, until it became freed income 
in 1924. Upon these facts the appropriate rule 
is established in Maryland Casualty Co. v. United 


i 
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States, supra, and American National Co . v. United 
States, supra, and the authorities cited by taxpayer 
defining income, as well as those relating to nega¬ 
tive income, are beside the point. 

Taxpayer stresses repeatedly that part of the 
Board’s findings of fact which read as follows 
(R. 8) : 

It has always been the consistent practice 
of petitioner to consider all items of un¬ 
claimed wages as a definite liability and to 
pay the employees to whom such wages are 
due when they are called for without con¬ 
sideration of any statutory period of limita¬ 
tion. 

The custom of the taxpayer in its dealings with 
its employees is not material here. No doubt it 
would pay voluntarily any just claim that might be 
presented. But under its established accounting 
practice, the liabilities in question were charged off 
in 1924 . (R. 8.) In accordance with that practice 
a like amount of income was freed for general cor¬ 
porate purposes in that year. If in later years a 
claim growing out of the items in question was pre¬ 
sented and paid, the amount thereof would no doubt • 
be allowable as an expense at that time. As far as 
1924 is concerned, however, the liabilities were 
charged off. There is nothing in the record to show 
that such action was ill advised, incorrect, or incon¬ 
sistent with the established accounting practice. 
If the experience of the company itself and that of 
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other railroads demonstrated, as it apparently did, 
that after two years there was no further practical 
reason to carry the liabilities as such, and they were 
charged off in accordance with an established sys¬ 
tem, they may be so regarded from the standpoint 
of the taxing authorities. 

At all events, the burden of producing facts dem¬ 
onstrating the incorrectness or impropriety of the 
bookkeeping items was upon the taxpayer. The 
determination of the Commissioner wais prima 
facie correct. Reinecke v. Spalding, 230 U. S. 
227, 232-233; W. K . Henderson Iron Tforfts & 
Supply Co. v. Blair (D. C. App.), 25 F. (2d) 538, 
539; Avery v. Commissioner (C. C. A. 5tl|i), 22 F. 
(2d) 6. The record is bare of any evidence other 
than that pay rolls were debited and profit and loss 
credited with the items in question. If the entries 

i 

were improperly made, there is nothing to establish 
the fact. It is hardly to be supposed that tax¬ 
payer, by considering itself liable in perpetuity 
for the debts in question, could forever escape tax¬ 
ation for the amount thereof. An exemption never 
contemplated by Congress would result. 

It is clear from what has already been $aid that 
thej question of whether the taxpayer remained 
legally liable for the debts in question is immate¬ 
rial in view of its accounting practice. Even 
should that fact be material, however, there is no 
evidence that the legal liability continued after 
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the items were charged off. The burden of proof 
was again on the taxpayer, and the fact that it 
“ considered ” itself liable, irrespective of any limi¬ 
tation period, does not supply the lack. The 
charging off of the items upon the books clearly 
shows that from the practical viewpoint the proba¬ 
bility of payment was deemed negligible. 

The case comes back, therefore, to the original 
problem. Income escaped taxation in 1921 because 
of the deduction of items accrued but never paid. 
This was proper because the income available for 
corporate purposes was reduced by the accrued 
item in accordance with the accounting practice. 
This same practice freed that income in 1924 by 
charging off the accrued liabilities. Under such 
a system, income was clearly reflected for tax pur¬ 
poses by crediting gross income in the latter year. 
Should the claims by any chance be paid in still 
later years, appropriate deductions would be allow¬ 
able. Such a practice is consistent with experience 
as well as in accordance with the applicable provi¬ 
sions of the Revenue Act of 1924 and the principles 
established by the decisions of the Supreme Court 
already set out. If not carried to its logical con¬ 
clusion, an unwarranted exemption will result. 

CONCLUSION 

It is respectfully submitted upon the foregoing 
that the Commissioner correctly determined tax- 
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payer’s, income for the year 1924, and the decision 
of the Board should be affirmed. 

G. A. YoUNGQUISTj, 
Assistant Attorney General . 
Sew all Key, 

Harvey R. Gambles, 

Special Assistants to the Attorney General . 
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General Counsel, 
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Percy S. Crewe, j 
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In the United States Circuit Court of Appeals 
for the Seventh Circuit. No. 4320. October 
term, 1930, January session, 1931. The Chicago, 
Hock Island & Pacific Railway Co., petitioner, v. 

j 

Commissioner of Internal Revenue, respondent. 
March 26,1931 


PETITION FOR REVIEW OF ORDER OF UNITED! STATES 

BOARD OF TAX APPEALS 

Before Alschuler, Evans, and Sparks, Circuit 
J udycs * 

Evans, C. J.: This appeal involves petitioner’s 
1916,1917,1918, and 1919 income taxes and also its 
1917 additional profits tax. The Board of Tax Ap¬ 
peals entered a single order upon petitioner’s three 
co-pending petitions. Review of the Board’s de¬ 
cision is therefore sought through a single petition 
to this court. 

Numerous questions are presented. The facts 
bearing on each issue are free from controversy. 

Deductibility of Penalties .—Petitioner first at¬ 
tacked the ruling of the Board because of its disal- 
lowance of a deduction for penalties paid for 
violation of the Federal Safety-Appliance L&w, the 
Hours of Service Law, the Transportation of Live 
Stock Law, the Quarantine Law, etc. Penalties 
paid during the years in question aggregated $23,- 

50526—31 (1) 
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053.68. Deduction of this amount was sought upon 
the authority of Section 234 (a), Revenue Act of 
1918, and Section 12 (a), Revenue Act of 1916, 
which authorized deductions for “all the ordinarv 
and necessary expenses paid or incurred during 
the taxable year in carrying on any trade or busi¬ 
ness. including a reasonable allowance for salaries 
or other compensation for personal services 
actually rendered,” etc. 

Petitioner argued that violations of the Safety- 
Appliance Act, etc., entail civil liability only ( C. B. 
d Q. Ry . Co. v. U. S-, 220 U. S. 559, 578), and sums 
paid as penalties constituted part of petitioner’s 
ordinary and necessary expenses of operation of 
its business. 

While the question is not free from doubt, we 
resolve it against petitioner upon the authority of 
Great Northern Ry. Co. v. Commissioner, 40 F. 
(2d) 372; Burroughs Building Material Co. v. 
Commissioner, — F. (2d) —. 

It would seem to require an unjustifiable, or at 
least a doubtful stretching of the words “ordinary 
and necessary expenses” of a business to include 
therein judgments imposed as penalties for viola¬ 
tions of public policy statutes. Moreover, follow¬ 
ing the words “ordinary and necessary expenses 
* * *,” there appears a more specific statement 

of items for which deductions may be allowed. 

* 

The principle of statutory construction, of ejusdem 
generis, furnishes a basis for the holdings above 
cited. 
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Deductions of Annual Amortization of Expenses 
Incurred in Selling its Bonds during Years 1904 
to 1908. —During the years 1904 to 1908, petitioner 
sold $74,358,000 of its First and Refunding! Mort¬ 
gage Bonds, which by their terms matured April 
1, 1934. The expenses of such sale aggregated 
$256,686.08, which amount was charged to| profit 
and loss on the date of sale. Petitioner claimed a 
prorated expense deduction for the years 1916 to 
1919, inclusive, for the cost of selling said j bonds. 

Respondent argued that such prorating jof the 
cost of selling the bonds did not fall within the 
language of the statute, which allowed u ordinary 
and necessary expenses paid or incurred during the 
taxable year.’ 7 Petitioner, on the other hand, con¬ 
tended that the expense was analogous to discount 
in the sale of bonds and should be amortized over 
the life of the bond. ! 

i 

It was held in Commissioner v. Old Colony R . R., 
26 F. (2d) 408, that premiums on bonds sold prior 
to March 1, 1913, could not be prorated over the # 
life of the bond issue so as to be subject to tlie later 
enacted income-tax laws. For a like reason, it 
would seem that expenses incurred and charged 
off prior to March 1, 1913, should not be allowed 
as deductions from income in subsequent! years. 
Moreover, the statute allowing the deduction of 
expenses limited such expenses to those “]^aid or 
incurred during the taxable year” 

Taxability of Overcharges Resulting frdm Er¬ 
rors in Computation of Passenger Fares. 4—Peti- 
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tioner collected from passengers sums in excess of 
the fare provided by its tariffs. These overcharges 
were the result of errors in computation by station 
agents, and consisted of many items of small 

i 

amounts. The amounts thus collected were held by 
petitioner in a “suspense account” and credited 
to profit and loss at the end of the year. 

Petitioner contended that the overcharges did 
not constitute taxable income because they were 
not gain derived from capital or labor or both. A 
practical mind (and problems of taxation are 
eminently practical, Tyler v. U. S., 281 U. S. 497, 
503) would have some difficulty in accepting the 
conclusion that passengers’ overpayments, received 
and retained by petitioner, were not income derived 
from its business. It is true petitioner was not 
legally entitled to charge passengers more than its 
published tariff rates, but the payments were made 
through mistake and the names of the passengers 
who made the overpayments were unknown. It 
. could hardly be said, in view of the mutual mis¬ 
take, that the transactions were illegal. Even 
though tainted with illegality, such income would, 
nevertheless, be taxable. (Z7. S . v. Sullivan, 274 
U. S. 259.) 

Viewing the transaction again as a practical mat¬ 
ter, we conclude that the overpayments were part 
of the income for the year during which they were 
credited to profit and loss. 

In case petitioner were required to refund any 
of such overcharges to a passenger, who identified 
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the transaction, we have no doubt that such refund 
would be a proper deduction for the year in which 

I 

it was made. 

Checks and Voucher's Never Presented for { Pay¬ 
ment .—Petitioner issued checks and vouchers for 
compensation for services and in payment <\f loss 
or damage claims, etc., which were never presented 
for payment, in the following sums: 1916,| $26,- 
070.72; 1917, $16,305.93; 1918, $19,091.53; | 1919, 
$24,473.93. If such checks and vouchers wefe not 
presented for payment within two years from the 
date of their issuance, petitioner charged them to 
profit and loss. 

On the same theory that governed the disposi¬ 
tion of the preceding item, we think the Commis¬ 
sioner properly charged these items as income for 
the year petitioner charged them to profit and loss. 
In case petitioner were subsequently required to 
pay any of these sums, it would be entitled to a de¬ 
duction for the amount thus paid in the year it 
was paid. 

Deduction of TJnamortized Discount on deben¬ 
ture Bonds Retired in 1917 .—On January 15,1912, 
petitioner sold $20,000,000 of its debenture bonds, 
maturing in 20 years, at a discount of $1,200,0^)0. It 
amortized this a prorated portion of this discount 
in each of the years 1912 to 1916, inclusive. On 
July 2, 1917, it exchanged for those debentures its 
6% preferred stock of the same par value. At 
this date, the unamortized discount of the deben¬ 
tures amounted to $871,921.26. Petitioner’s claim 
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for allowance of this unamortized discount as a 
loss for 1917 was disallowed by the Board upon the 
ground that the exchange of the bonds for the pre¬ 
ferred stock was purely a capital transaction, 
which did not result in a deductible loss. 

Had petitioner paid off its bonds in cash at par, 
a loss would have occurred. Instead of paying off 
these bonds in cash, however, petitioner issued its 
stock to retire them. The stock was not worth par 
any more than the bonds were worth par. Peti¬ 
tioner’s bonds were a liability. So was its capital 
stock. It exchanged one liability for the other. 
Presumably they were of the same value. This pre¬ 
sumption, arising from the fact of even exchange, 
is strengthened by the adjudication of the Commis¬ 
sioner, approved as it was by the Board of Tax 
Appeals. 

Petitioner’s contention that it suffered a loss is 
necessarily predicated upon the assumption that 
the preferred stock and the bonds were, at the 
time of the transaction, both worth par. The as¬ 
sumption is erroneous in its fact basis. While 
there is a dearth of evidence showing the market 
value of the bonds and the stock at the time of 
their exchange, it does appear that not long be¬ 
fore such date a $1,000 bond was worth approxi¬ 
mately $580. 

If petitioner’s contention were carried to its 
logical conclusion, a profit rather than a loss would 
appear from this transaction. For if a bond, which 
petitioner sold at 98, was retired at 58, a gain or 
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profit would result. And if $20,000,000 of j)onds 
brought petitioner $18,800,000 and they w ete re¬ 
tired by petitioner’s giving property worth $11,- 
600,000 for them, a substantial gain w r ould have 

i 

resulted. But such method of determining g$in or 
loss is illogical. The proper way is to assume that 
both the bonds and the stock w^ere liabilities of pe¬ 
titioner; that the stock was issued for the bonds; 
that the value of each w~as the same at the time of 
the exchange. It, therefore, follows that ofut of 
the exchange there was neither profit nor lo^s. 

Interest on Bonds Received by Reorganization 
Committee .—The Protective and Reorganisation 
Committee came into possession of a large amount 
of money realized from an assessment levied upon 
holders of stock. The money was deposited in a 
New York bank, and interest at the rate of 2% 
was paid thereon. $68,583.27 was thus received by 
the Committee. This sum respondent included in 
petitioner’s taxable income. Petitioner objected, 
and we think rightlv so. 

No reason is advanced why this sum should be 
added to petitioner’s income save that the Protec¬ 
tive Committee was working for petitioner’s bene¬ 
fit and the success of the Committee’s efforts 
enured to it. 

The fact that stockholders of a company ajre in¬ 
terested in, and help the corporation does not jmake 
the activities of the stockholders’ committed the 
activities of the corporation. Petitioner would 
hardly admit the existence of a liability on its part 
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for the debts or liabilities of the Committee. Like¬ 
wise income secured through the Committee’s 
activities is not income of the petitioner. 

We have examined the other contentions of peti¬ 
tioner and conclude that they may be rejected with¬ 
out elaboration of our views. 

The order of the Board of Tax Appeals is re¬ 
versed with directions to deduct the sum of $68,- 
583.27 (being the interest collected by the Pro¬ 
tective Committee on funds by it deposited) from 
petitioner’s taxable income for the year or years it 
was included by the Board of Tax Appeals, and 
when thus deducted, to again compute the tax. 

A true Copy. 

Teste: 


Clerk of the United States Circuit Court 

of Appeals for the Seventh Circuit .. 
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